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LETTER TO THE SHAREHOLDERS

March 2008

2007 was a year of significant expansion and dramatic change for Sterling Bank. We transitioned through the formation of Sterling
Banks, Inc., a bank holding company, organized under the New Jersey Business Corporation Act, and successfully completed
the initial phase of Securities and Exchange Commission (SEC) oversight and reporting. This change occurred in conjunction
with the acquisition of Farnsworth Bancorp, a long term participant in the Northern Burlington County marketplace, which is
adjacent to the primary operating area of Sterling Bank.

The enhancement of market positioning was the underlying purpose of this strategic combination. Qur primary mission, once
the governmenral and banking agency approvals were gained, was to structure and complete a smooth conversion of the newly
affiliated depositors and borrowers to the Sterling Bank systems and approach. The variances between a savings bank, or thrift,
and a commercial bank, are many and varied, and the challenges were significant, particularly considering the first time nature
of these complex undertakings by the Sterling management team.

The result is a locally focused organization which serves the Southern New Jersey Counties of Burlington and Camden through
eleven retail locacions. At year end 2007, total assets amounted to $410.5 million, an increase of 22% over total assets of $337.2
million as of December 31, 2006. Year end loans totaled $312.2 million, a 27% increase over loans of $244.9 million as of
December 31, 2006. Deposits stood at $349.0 million as of December 31, 2007, increasing by 18% over total deposits of
$295.3 million as of year end 2006.

This progress results from expansion initiatives that started in May 2005 when Sterling Bank completed a public offering
of common stock, for the purpose of supporting future growth and expansion. From then, Sterling Bank opened a newly
constructed retail facility in Voorhees Township, NJ, in November 2005; formed Sterling Banks, Inc., and acquired Farnsworth
Bancorp, Inc., and its’ primary operating subsidiary, Peoples Savings Bank, completing the purchase on March 16, 2007. Sterling
then completed this phase of expansion in June 2007, by opening a newly constructed retail branch in Delran, NJ. Taken
together, these steps provided the basis for the substantial transition of Sterling Bank to the current size and structure.

The backdrop for these activities has been a period of increasing media focus on the financial services sector targeting lending
practices in particular. The challenge of the industry wide narrowing of interest margins through an extended period of an
inverted yield curve, has been further complicated by a disruprion in the residential mortgage industry, and a general decline of
credit quality levels throughout the banking system. National monetary policy makers have shifted gears, and are again reducing
rates in response to a sense of impending economic turmoil,

Emerging from this period of change and challenge is a stronger Sterling Bank that is both able and anxious to serve our
broadened marketplace, and excited about the prospects.

We wish 1o express our thanks and appreciation 1 each of you for your consistent support, encouragement, and loyalty.
Thank You.

Sincerely,

A. Theodore Eckenhoff Robert H. King
Chairman of the Board President, Chief Executive QOfficer
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UNITED STATES SECURITIES AND EXCHANGE COMMISSION Rz Prosessig
Washington, D.C. 20549 Section -
FORM 10-KSB 6% 92 7008
[X] Annual report pursuant to section 13 or 15 (d) of the Securities Exchange Act of 1934  Washington, DC
For the fiscal year ended December 31, 2007 104
-OR-
[ ] Transition report pursuant to section 13 or 15(d) of the Securities Exchange Act of 1934
For the transition period from to

Commission File No. 333-133649
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(Name of Small Business Issuer in its Charter)
New Jersey 20-4647587
(State or other jurisdiction of incorporation or organization) (LR.S.E.ILN)
3100 Route 38, Mount Laurel, New Jersey T __08054
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Registrant's telephone number, including area code: (856) 273-5900
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(Title of Class)

‘Securities registered pursuant to Section 12(g) of the Act:  None
(Title of Class)

Check whether the issuer is not required to file reports pursuant to Section 13 or 15(d) of the Exchange Act. [ ]

Check whether the registrant: (1) filed all reports required to be filed by Section 13 or 15(d) of the Exchange
Act during the past 12 months (or for such shorter period that the registrant was required to file such reports), and (2)
has been subject to such filing requirements for the past 90 days. YES_X NO __
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statements incorporated by reference in Part 111 of this Form 10-KSB or any amendment to this Form 10-KSB. [ ]

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act): YES__ NO _X

State registrant’s revenues for its most recent fiscal year: $26,744,000.

The aggregate market value of the voting stock held by non-affiliates of the registrant, based on the sale price of
the registrant's Common Stock as of March 14, 2008, was $29,933,172 ($5.90 per share times 5,073,419 shares of
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PART 1
Forward-Looking Statements

Sterling Banks, Inc. (the “Company”) may from time to time make written or oral "forward-looking
statements”, including statements contained in the Company’s filings with the Securities and Exchange
Commission (including this Annual Report on Form 10-KSB and the exhibits hereto), in its reports to
shareholders and in other communications by the Company, which are made in good faith by the Company
pursuant to the "safe harbor" provisions of the Private Securities Litigation Reform Act of 1995.

These forward-looking statements involve risks and uncertainties, such as statements of the
Company's plans, objectives, expectations, estimates and intentions, which are subject to change based on
various important factors (some of which are beyond the Company's control). The following factors, among
others, could cause the Company!'s financial performance to differ materially from the plans, objectives,
expectations, estimates and intentions expressed in such forward-looking statements: the strength of the
United States economy in general and the strength of the local economies in which the Company conducts
operations; the effects of, and charges in, trade, monetary and fiscal policies and laws, including interest rate
policies of the Board of Governors of the Federal Reserve System; the effect that maintaining regulatory
capital requirements could have on the growth and earnings of the Company; inflation; changes in interest
rates; changes in loan portfolio quality; changes in the rate of deposit withdrawals; changes in the volume of
loan refinancings; the timely development of and acceptance of new products and services of the Company
and the perceived overall value of these products and services by users, including the features, pricing and
quality compared to competitors’ products and services; the impact of changes in financial services laws and
regulations (including laws concerning taxes, banking, securities and insurance); technological changes;
changes in consumer spending and saving habits; the impact of additional costs incurred by the Company in
connection with the merger; the ability of the management of the Company to achieve the anticipated benefits
of the merger; and the success of the Company at managing the risks resulting from these factors.

The Company cautions that the above-listed factors are not exclusive. The Company does not
undertake to update any forward-looking statement, whether written or oral, that may be made from time to
time by or on behalf of the Company.

Item 1. Description of Business.
General

The Company is a bank holding company headquartered in Burlington County, New Jersey, with
assets of $410.5 million as of December 31, 2007. Our main office is located in Mount Laurel, New Jersey
with ten other Community Banking Centers located in Burlington and Camden Counties, New Jersey. We
believe that this geographic area represents a stable and attractive banking market with a diversified and
expanding economy. We began operations in December 1990 with the purpose of serving consumers and
small to medium-sized businesses in our market area. We have chosen to focus on the higher growth areas of
western Burlington County and eastern Camden County. We believe that understanding the character and
nature of the local communities that it serves, and having first-hand knowledge of customers and their needs
for financial services enable it to compete effectively and efficiently. All references to “we,” “us,” “our,” and
“ours” and similar terms in this report refers to the Company and its subsidiaries, collectively, except where
the context otherwise requires.




Our growth and the strength of our asset quality result from our implementation of a carefully
developed strategic planning process that provides the basis for our activities and direction. We are gutded by
a series of important principles that provides the focus from which we continue to effectively and
systematically expand our operations. These principles include: attracting core deposits; developing a
cohesive branch network; maintaining a community focus; emphasizing local loan generation; providing
attentive and highly-personalized service; vigorously controliing and monitoring asset quality; and attracting
and empowering highly-experienced personnel.

The Company is the successor to Sterling Bank (the “Bank”) pursuant to the Plan of Reorganization
by and between the Company and the Bank that was completed on March 16, 2007, whereby the Bank
became a wholly-owned subsidiary of the Company. Additionally, on March 16, 2007, the Bank, the
Company and Famsworth Bancorp, Inc. (“Farnsworth”) completed the merger (the “Merger”) in which
Farnsworth merged with and into the Company, with the Company as the surviving corporation. Subsequent
to the Merger, Peoples Savings Bank, a wholly-owned subsidiary of Farnsworth, was merged with and into
the Bank, with the Bank as the surviving Bank. As a result of merger of Peoples Savings Bank, the Bank
acquired four new branches. The Merger and the transactions associated with the Merger have provided the
basis for the substantial transition of the Company to its current size and structure.

Emphasizing Core Deposit Generation. We seek to attract core deposits as the starting point of a
relationship development process. We generally do not pay above-market rates on deposits. We endeavor to
attract loyal depositors by offering fairly priced financial services, convenient banking hours and a
relationship-focused approach. We believe that our growth is driven by our ability to generate stable core
deposits that in turn are used to fund local, quality leans. Our approach contrasts with that of some banks,
where a priority on loan generation drives a need to obtain sources of funds. Our approach and philosophy
allows management to have more control in managing both our net interest margin and the quality of our loan
portfolio.

Development of the Branch Network. We have achieved our growth by expanding our branch
presence into markets we have identified as growth opportunities. We began a period of facility expansion in
September 1996 with the opening of our second branch in Cherry Hill, New Jersey. This was followed by the
opening of new branches in Mount Laurel (November 1997), Southampton Township-Vincentown
(December 1998), Maple Shade (May 1999), Medford (May 2000), Voorhees (November 2005), and Delran
(June 2007). In addition, as a result of the Merger, we have acquired three branches in Bordentown, Florence
and Evesham Township-Marlton (March 2007). Each of these full-service Community Banking Centers is
carefully positioned to deliver competitively priced and personalized products and services over expanded
banking hours during both traditional and non-traditional hours of availability. We are continuing to plan the
development of a cohesive network of community-focused branches. We are actively evaluating a number of
additional sites for the establishment of new branches, but we have no definitive plans to open any branches
in the near future.

Maintaining a Community Focus. Sterling offers a wide array of banking products and services
specifically designed for the consumer and the small to medium-sized business, informed and friendly
professional staff, expanded operating hours, consistently-applied credit policies, and local and timely
decision making.

Our market area has a concentration of national and regional financial institutions that have
increasingly focused on large corporate customers and standardized loan and deposit products. We believe
that many customers of these financial institutions are dissatisfied. As a result, we believe that there exists a
significant opportunity to attract and retain those customers dissatisfied with their current banking
relationship.




Emphasizing Local Loan Generation. Our management team’s depth of experience in commercial
lending has been an important factor in our efforts to increase our lending to consumers and small to medium-
sized businesses in the southern New Jersey region. The Company generates substantially all of its loans in
its immediate market area. Our knowledge of our market has enabled us to identify niche markets that are
similar to those in which we currently operate. For example, we have formed two specific groups: the
Specialized Lending and the Private Banking Group. The Specialized Lending Group focuses on construction
loans. Qur Private Banking Group targets wealthy individuals and families in our markets and offers flexible,
responsive service.

Providing Attentive and Personalized Service. We believe that a very attractive niche exists
serving consumers and small to mé¢dium-sized businesses that, in our management’s view, are not adequately
served by larger competitors. We believe that this segment of the market responds very positively to the
attentive and highly personalized service that we provide.

Vigorous Control of Asset Quality. We have maintained high overall credit quality through the
establishment and consistent observance of prudent lending policies and practices. In addition, senior
management and the Board of Directors are actively involved in the {oan development and approval process.

Experienced Personnel. The members of our executive management have an average of 32 years of
banking experience in providing quality service to consumers and businesses in the southern New Jersey
region.

In addition, all of our executive officers have experience with larger institutions and have chosen to
affiliate with a community-oriented organization serving consumers and small to medium-sized businesses.
Our ability to meet market service expectations with skilled locally based and experienced staff has
significantly enhanced the market acceptance of our service-centered approach.

Lending Activities
Loan Portfolio

General. We engage in a variety of lending activities, which are primarily categorized as commercial
and consumer lending. Commercial lending (consisting of commercial real estate, commercial business,
construction and other commercial lending) is currently our main lending focus. Sources to fund loans are
derived primarily from deposits.

We generate substantially all of our loans in the State of New Jersey, with a significant portion in
Burlington and Camden Counties. At December 31, 2007, our loan portfolio totaled approximately $312.2
million, excluding loans held for sale.

At December 31, 2007, our lending limit to one borrower under applicable regulations was
approximately $7.6 million, or approximately 15% of capital funds.

Loans are generated through marketing efforts, our present customers, walk-in customers and
referrals. We have been able to maintain a high overall credit quality through the establishment and
observance of prudent lending policies and practices and sound management. We have established a written
loan policy for each category of loans. These loan policies have been adopted by the Board of Directors and
are reviewed annually. All loans to directors (and their affiliates) must be approved by the Board of Directors
in accordance with federal law.




In managing the growth of our loan portfolio, we have focused on: (i) the application of prudent
underwriting criteria; (ii) active involvement by senior management and the Board of Directors in the loan
approval process; (iii) monitoring of loans to ensure that repayments are made in a timely manner and to
identify potential problem loans; and (iv) review of select aspects of our loan portfolio by independent
consultants.

Analysis of Loan Portfolio. Set forth below is selected data relating to the composition of the
Company's loan portfolio, excluding net deferred fees, by type of loan at the dates indicated. The change in
the mix below between 2006 and 2007 is a direct result of the Merger.

At December 31,
2007 2006
Tvpe of Loans: Amount Percent Amount Percent
Comimercial $ 196,370,000 628 % § 167,790,000 69.1 %
Residential Mortgage 61,779,000 19.8 27,643,000 114
Consumer 54,429,000 17.4 47,426,000 19.5
Total $ 312,578,000 1000 % $ 242,859,000 100.0 %

Loan Maturity. The following table sets forth the contractual maturity of the Company's loan
portfolio at December 31, 2007. The table does not include prepayments or scheduled principal repayments.

Due within Due after 1 Due after
1 year through 5 years 3 years Total
Commercial $ 98,286,000 $ 24,023,000 $ 74,061,000 $196,370,000
Residential Mortgage 848,000 8,462,000 52,469,000 61,779,000
Consumer _ 1,054,000 __2.749.000 50,626,000 __ 54,429,000
Total amount due $100,188,000 $ 35,234,000 $177,156,000 $312,578,000

The following table sets forth the dollar amount of all loans due after December 31, 2007, which have
predetermined interest rates and which have floating or adjustable interest rates.

Floating or
Fixed Rates Adjustable Rates Total
Commercial $ 133,451,000 $ 62,919,000 $196,370,000
Residential Mortgage 43,817,000 12,962,000 61,779,000
Consumer 53,985,000 444 000 54,429,000
Total $_236,253,000 $_76,325,000 312,578,000

Commercial Loans

Our commercial loan portfolio consists primarily of commercial business loans to small and medium-
sized businesses and individuals for business purposes and commercial real estate loans and construction
loans. Commercial loans that exceed established lending limits are accomplished through participations with
other local commercial banks.

We have established written underwriting guidelines for commercial loans. In granting commercial
loans, we look primarily to the borrowers’ cash flow as the principal source of loan repayment. Collateral and
personal guarantees may be secondary sources of repayment. A credit report and/or Dun & Bradstreet report
is typically obtained on all prospective borrowers, and a real estate appraisal is required on all commercial
real estate loans. Generally, the maximum loan-to-value ratio on commercial real estate loans is 75%. All
appraisals are performed by a state licensed or certified, independent appraiser. We typically require the
personal guarantees of the principals of the entities to whom we lend.




Commercial loans are often larger and may involve greater risks than other types of lending. Because
payments on such loans are often dependent on the successful operation of the property or business involved,
repayment of such loans may be more sensitive than other types of loans to adverse conditions in the real
estate market or the economy. Unlike residential mortgage loans, which generally are made on the basis of
the borrower’s ability to make repayment from his or her employment and other income and which are
secured by real property whose value tends to be more easily ascertainable, commercial loans typically are
made on the basis of the borrower’s ability to make repayment from the cash flow of the borrower’s business.

As a result, the availability of funds for the repayment of commercial loans may be substantially dependent
on the success of the business itself and the general economic environment. If the cash flow from business
operations is reduced, the borrower’s ability to repay the loan may be impaired.

Construction loans invelve additional risks because loan funds are advanced based on the security of
the project under construction. The majority of these loans are to fund single family residential construction
projects which have permanent financing provided by other financial institutions. We seek to minimize these
risks through underwriting guidelines. There can be no assurances, however, that we will be successful in our
efforts to minimize these risks.

Commercial Real Estaté Loans. Commercial real estate loans are made for the acquisition of new
property or the refinancing of existing property. These loans are typically related to commercial business
loans and secured by the underlying real estate used in these businesses or real property of the principal.
These loans are offered on a fixed or variable rate basis with 3 to 5 year maturity and a 15 to 20 year
amortization schedule.

Construction Loans. Construction loans are made on a short-term basis for both residential and non-
residential properties and are secured by land and improvements. Construction loans are usually for a term of
6 to 12 months.

Commercial Business Loans. Commercial business loans are usually made to finance the purchase
of inventory, new or used equipment, or to provide short-term working capital. Generally, these loans are
secured, but these loans are sometimes granted on an unsecured basis. To further enhance our security
position, we generally require personal guarantees of principal owners. These loans are made on both a line
of credit basis and on a fixed-term basis ranging from one to five years in duration.

Residential Mortgage Loans

Our residential mortgage loan portfolio consists of home equity lines of credit and loans, and primary
and first lien residential mortgagés. We generate substantially all of our residential mortgage loans in our
market area and maintain strict underwriting guidelines throughout the residential mortgage portfolio.

Consumer Loans

We offer a full range of consumer loans. Consumer loans consist of automobile loans, boat loans,
mobile home loans, personal loans, and overdraft protection.

Investment Portfolio
Our investment portfolio consists primarily of U.S. Government securities, mortgage-backed

securities, and municipal securities. Government regulations limit the type and quality of instruments in
which we may invest our funds.




We have established a written investment policy, which is reviewed annually. The investment policy
identifies investment criteria and states specific objectives in terms of risk, interest rate sensitivity and
liquidity. We emphasize the quality, term and marketability of the securities acquired for our investment
portfolio.

We conduct our asset liability management through consultation with members of the Board of
Directors, senior management and outside financial advisors. We have an Investment Committee, which is
composed of certain members of the Board of Directors. The Investment Committee can propose changes to
the investment policy to be approved by the Board of Directors, which changes may be adopted without a
vote of shareholders. This Investment Committee, in consultation with the Asset/Liability Management
Committee, is responsible for the review of interest rate risk and evaluates future liquidity needs over various
time periods. In this capacity, the Investment Committee is responsible for monitoring our investment
portfolio and ensuring that investments comply with our investment policy. The Investment Committee may
from time to time consult with investment advisors. Our President and another senior executive officer may
purchase or sell securities for the Company’s portfolio in accordance with the guidelines of the Investment
Committee. The Board of Directors reviews our investment portfolio on a quarterly basis.

Sources of Funds

Deposits and Other Sources of Funds. Deposits are the primary source of funds used by us in
lending and other general business purposes. In addition to deposits, we may derive additional funds from
principal repayments on loans, the sale of loans and investment securities, and borrowings from other
financial institutions or the Federal Home Loan Bank of New York (“FHLB"), which functions as a credit
facility for member institutions within its assigned region. Loan amortization payments have historically been
a relatively predictable source of funds. The level of deposit liabilities can vary significantly and is
influenced by prevailing interest rates, money market conditions, general economic conditions and
competition.

Our deposits consist of checking accounts, regular savings accounts, money market accounts and
certificates of deposit. We also offer Individual Retirement Accounts (“IRAs”). Deposits are obtained from
individuals, partnerships, corporations and unincorporated businesses in our market area. We attempt to
control the flow of deposits primarily by pricing our accounts to remain generally competitive with other
financial institutions in our market area, aithough we do not necessarily seek to match the highest rates paid
by competing institutions.

Borrowings. Deposits are the primary source of funds for the Company's lending and investment
activities as well as for general business purposes; however, should the need arise, the Company may access
the Federal Reserve Bank discount window to supplement its supply of lendable funds and to meet deposit
withdrawal requirements. The Company maintains the ability to borrow funds on an overnight basis under
secured and unsecured lines of credit with correspondent banks. In addition, the Company had advances
totaling $10.5 million from the FHLB as of December 31, 2007 with $9.5 million maturing in 30 days or less
at floating rates and $1.0 maturing in less than two years with a fixed rate of 4.06% and which cannot be
prepaid without penalty.




On May 1, 2007, Sterling Banks Capital Trust I, a Delaware statutory business trust and a wholly-
owned subsidiary of the Company (the “Trust”), issued $6.2 million of variable rate capital trust pass-through
securities to investors. The variable interest rate re-prices quarterly after five years at the three month LIBOR
plus 1.70% and was 6.744% as of December 31, 2007. The Trust purchased $6.2 million of variable rate
Jjunior subordinated deferrable interest debentures from the Company. The debentures are the sole asset of the
Trust. The terms of the junior subordinated debentures are the same as the terms of the capital securities. The
Company has also fully and uncenditionally guaranteed the obligations of the Trust under the capital
securities. The capital securities are redeemable by the Company on or after May 1, 2012 at par, or earlier if
the deduction of related interest for federal income taxes is prohibited, classification as Tier I Capital is no
longer allowed, or certain other contingencies arise. The capital securities must be redeemed upon final
maturity of the subordinated debentures on May 1, 2037, Proceeds of approximately $4.5 million were
contributed to paid-in capital of the Bank. The remaining $1.5 million was retained at the Company for future
use.

The following table sets forth information regarding the Company’s borrowed funds:

At December 31,
2007 2006
Amount outstanding at year end $16,500,000 § 5,885,000
Weighted average interest rate at year end 50 % 35 %
Maximum outstanding at any month end $16,500,000 $14,835,000
Average outstanding $ 6,202,000 $12,247,000
Weighted average interest rate during the year 59 % 34 %

Competition

We experience substantial competition in attracting and retaining deposits and in making loans. In
attracting depositors and borrowers, we compete with commercial banks, savings banks, and savings and loan
associations, as well as regional and national insurance companies, regulated small loan companies, local
credit unions, regional and national issuers of money market funds and corporate and government borrowers.
The principal market presently served by us has approximately 80 offices of other financial institutions. In
New.Jersey generally, and in our Burlington and Camden County market specifically, large commercial
banks, as well as savings banks and savings and loan associations, hold a dominant market share. By virtue
of their larger capital and asset siz¢, many such institutions have substantially greater lending limits and other
resources than we have and, in certain cases, lower funding costs (the price a bank must pay for deposits and
other borrowed monies used to make loans to customers). In addition, many such institutions are empowered
to offer a wider range of services, including international banking and trust services.

In addition to having established deposit bases and loan portfolios, these institutions, particularly the
large regional commercial and savings banks, have the ability to finance extensive advertising campaigns and
to allocate considerable resources to locations and products perceived as profitable.

Although we face competition for deposits from other financial instifutions, management believes that
we have been able to compete efféctively for deposits because of our image as a community-oriented bank,
providing a high level of personal service as well as an attractive array of deposit programs. We have
emphasized personalized banking services and the advantage of local decision-making in our banking
business, and management believes that this emphasis has been well received by consumers and businesses in
our market area.




Although we face competition for loans from mortgage banking companies, savings banks, savings
and loan associations, other commercial banks, insurance companies, consumer loan companies, credit
unions, and other institutional and private lenders, management believes that our image in the community as a
local bank that provides a high level of personal service and direct access to senior management gives us a
competitive advantage. Factors that affect competition include the general availability of lendable funds and
credit, general and local economic conditions, current interest rate levels and the quality of service.

Regulation

General. Sterling Banks, Inc. is a bank holding company incorporated under the laws of the State of
New Jersey on February 28, 2006 for the sole purpose of becoming the holding company of Sterling Bank.
At the 2006 Annual Meeting of Shareholders held on December 12, 2006, shareholders of the Bank approved
a proposal to reorganize the Bank into the holding company form of organization in accordance with a Plan of
Acquisition. The Company recognized the assets and liabilities transferred at the carrying amounts in the
accounts of the Bank as of March 16, 2007, the effective date of the reorganization.

Sterling Barik is a commercial bank, which commenced operations on December 7, 1990. The Bank
is chartered by the New Jersey Department of Banking and Insurance and is a member of the Federal Reserve
System and the Federal Deposit Insurance Corporation. The Bank maintains its principal office at 3100 Route
38 in Mount Laurel, New Jersey and has eleven other full service branches. The Bank’s primary deposit
products are checking, savings and term certificate accounts, and its primary loan products are consumer,
residential mortgage and commercial loans.

Insurance of Deposits. Our deposits are insured up to a maximum of $100,000 per depositor under
the Bank Insurance Fund of the FDIC. The FDIC has established a risk-based assessment system for all
insured depository institutions. Under the risk-based assessment system, deposit insurance premium rates
range from zero to 27 basis points. Our deposit insurance premium has been assessed at ten basis points of
deposits.

Restrictions on Dividends. Because the Company has substantially no assets other than the stock of
the Bank, cash dividend payments to our shareholders are primarily limited to the Bank’s ability to pay
dividends to the Company. Dividends by the Bank are subject to the New Jersey Banking Act of 1948 (the
“Banking Act”), the Federal Reserve Act, and the Federal Deposit Insurance Act (the “FDIA”). Under the
Banking Act, no dividends may be paid if after such payment the Bank’s surplus (generally, additional paid-in
capital plus retained earnings) would be less than 50% of the Bank’s capital stock. Under Federal Reserve
Board regulations, without prior approval of the Federal Reserve Board, we cannot pay dividends that exceed
our net income from the current year and the preceding two years and, in any event, cannot pay any dividends
if we have an accumulated deficit. Under the FDIA, no dividends may be paid by an insured bank if the bank
is in arrears in the payment of any insurance assessment due to the FDIC.

As discussed below, state and federal regulatory authorities have adopted standards for the
maintenance of adequate levels of capital by banks. Adherence to such standards further limits our ability to
pay dividends to our sharcholders.




In 2007, we paid three cash dividends of $0.03 per share. In 2006, we paid four quarterly cash
dividends of $0.03 per share. The Company did not pay a cash dividend in the fourth quarter of 2007 and
there is no assurance that the Company will resume paying cash dividends in the future. Our future dividend
policy is subject to the discretion of our Board of Directors and will depend upon a number of factors,
including future earnings, financial conditions, cash needs, general business conditions and applicable
dividend limitations. Further, the Company's ability to pay cash dividends to shareholders will depend largely
on the Bank’s ability to pay dividénds to the Company. We have distributed a 5% stock dividend, accounted
for as a stock split, each year during the period from 1997 through 2002 and from 2004 through 2006. In
2007, we distributed a 21 for 20 stock split, effected in the form of a 5% common stock dividend. We may
consider declaring additional stock splits in the future; however, we have not yet made any determination
whether to declare or distribute additional stock splits.

Capital Adequacy Guidelines. The Federal Reserve Board has adopted risk based capital guidelines
for member banks such as us. The required minimum ratio of total capital to risk-weighted assets (including
off-balance sheet activities, such as standby letters of credit) is 8.0%. At least half of the total risk based
capital is required to be “Tier I capital,” consisting principally of common shareholders’ equity, non-
curnulative perpetual preferred stock and minority interests in the equity accounts of consolidated
subsidiaries, less goodwill. The rémainder (“Tier Il capital”) may consist of a limited amount of subordinated
debt and intermediate-term preferred stock, certain hybrid capital instruments and other debt securities,
perpetual preferred stock, and a limited amount of the allowance for loan losses.

In addition to the risk-based capital guidelines, the Federal Reserve Board has established minimum
leverage ratio (Tier I capital to average total assets) guidelines for member banks. These guidelines provide
for a minimum leverage ratio of 3% for those member banks, which have the highest regulatory examination
ratings and are not contemplating or experiencing significant growth or expansion. All other member banks
are required to maintain a leverage ratio of at least 1 to 2% above the 3% stated minimum. We are in
compliance with these guidelines.

Prompt Corrective Action. Under the Federal Deposit Insurance Act, the federal banking agencies
possess broad powers to take “prompt corrective action” as deemed appropriate for an insured depository
institution and its holding company. The extent of these powers depends upon whether the institution in
question is considered “well capitalized,” *“adequately capitalized,” “undercapitalized,” “significantly
undercapitalized” or “critically undercapitalized.” Generally, the smaller an institution’s capital base in
relation to its tota] assets, the greater the scope and severity of the agencies’ powers. Business activities may
also be influenced by an institution’s capital classification. At December 31,2007, we exceeded the required
ratios for classification as “well capitalized.” For additional discussion of capital requirements, we refer you
to Note 14, Regulatory Matters of the Notes to our Consolidated Financial Statements.

Community Investment and Consumer Protection Laws. In connection with our lending
activities, we are subject to a variety of federal laws designed to protect borrowers and promote lending to
various sectors of the ¢conomy and population. Included among these are the federal Home Mortgage
Disclosure Act, Real Estate Settlement Procedures Act, Truth-in-Lending Act, Equal Credit Opportunity Act,
Fair Credit Reporting Act and Community Reinvestment Act (“CRA”).

The CRA requires insured institutions to define the communities that they serve, identify the credit
needs of those communities and adopt and implement a “CRA Statement” pursuant to which they offer credit
products and take other actions that respond to the credit needs of the community. The responsible federal
banking regulator must conduct regular CRA examinations. We are in compliance with applicable CRA
requirements.
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Holding Company Regulation. The Company is subject to the provisions of the Bank Holding
Company Act and to supervision by the FRB and by the New Jersey Department of Banking. The Bank
Holding Company Act requires the Company to secure the prior approval of the FRB before it owns or
controls, directly or indirectly, more than 5% of the voting shares or substantially all of the assets of any
institution, including another bank.

A bank holding company is also prohibited from engaging in, or acquiring direct or indirect control of
more than 5% of the voting shares of any company engaged in, non-banking activities unless the FRB, by
order or regulation, has found such activities to be so closely related to banking or managing or controlling
banks as to be a proper incident thereto. In making this determination, the FRB considers whether the
performance of these activities by a bank holding company would offer benefits to the public that outweigh
possible adverse effects.

As a bank holding company, the Company is required to register as such with the FRB, and is
required to file with the FRB an annual report and any additional information as the FRB may require
pursuant to the Bank Holding Company Act. The FRB may also conduct examinations of the Company and
any or all of its subsidiaries. Further, under the Bank Holding Company Act and the FRB’s Regulations, a
bank holding company and its subsidiaries are prohibited from engaging in certain tie-in arrangements in
connection with any extension of credit or provision of credit or provision of any property or services. The
so-called anti-tie-in provisions state generally that a bank may not extend credit, lease, sell property or furnish
any service to a customer on the condition that the customer provide additional credit or service to the Bank,
to the Company or to any other subsidiary of the Company or on the condition that the customer not obtain
other credit or service from a competitor of the Bank, to the Company or to any other subsidiary of the
Company.

In 1999, legislation was enacted that allows bank holding companies to engage in a wider range of
non-banking activities, including greater authority to engage in securities and insurance activities. Under the
Gramm-Leach-Bliley Act (“GLB Act”), a bank holding company that elects to become a financial holding
company may engage in any activity that the FRB, in consultation with the Secretary of the Treasury,
determines by regulation or order is (1) financial in nature, (2) incidental to any such financial activity, or (3)
complementary to any such financial activity and does not pose a substantial risk to the safety or soundness of
depository institutions or the financial system generally. The GLB Act makes significant changes in the U.S.
banking law, principally by repealing the restrictive provisions of the 1933 Glass-Steagall Act. The GLB Act
specifies certain activities that are deemed to be financial in nature, including lending, exchanging,
transferring, investing for others, or safeguarding money or securities; underwriting and selling insurance;
providing financial, investment, or economic advisory services; underwriting, dealing in or making a market
in, securities; and any activity currently permitted for bank holding companies by the FRB under section
4(c)(8) of the Bank Holding Company Act. The GLB Act does not authorize banks or their affiliates to
engage in commercial activities that are not financial in nature. A bank holding company may elect to be
treated as a financial holding company only if all depository institution subsidiaries of the holding company
are well capitalized, well managed and have at least a satisfactory rating under the Community Reinvestment
Act. The Company may elect to become a financial holding company but has not done so as of December 31,
2007.




USA PATRIOT Act. The'USA PATRIOT Act of 2001, which was recently renewed, establishes a
wide variety of new and enhanced ways of combating terrorism, including amending the Bank Secrecy Act to
provide the federal government with enhanced authority to identify, deter, and punish international money
laundering and other crires. Among other things, the USA PATRIOT Act prohibits financial institutions
from doing business with foreign “shell” banks and requires increased due diligence for private banking
transactions and correspondent accounts for foreign banks. In addition, financial institutions must follow new
minimum verification of identity standards for all new accounts and will be permitted to share information
with law enforcement authorities under circumstances that were not previously permitted.

Sarbanes-Oxley Act. The Sarbanes-Oxley Act of 2002, which became law in July 2002, has
required changes in some of our corporate governance, securities disclosure and compliance practices. In
response to the requirements of that Act, the SEC and Nasdaq have promulgated new rules and listing
standards covering a variety of subjects. Compliance with these new rules and listing standards has
significantly increased our legal and financial and accounting costs, and we expect these increased costs to
continue. In addition, compliance with the requirements has taken a significant amount of management’s and
the Board of Directors’ time and resources. Likewise, these developments may make it more difficult for us
to attract and retain qualified members of our board of directors, particularly independent directors, or
qualified executive officers.

As directed by Section 404 of the Sarbanes-Oxley Act, the SEC adopted rules requiring public
companies to include a report of management on the company’s internal control over financial reporting in
their annual reports on Form 10-KSB that contains an assessment by management of the effectiveness of the
company’s internal control over financial reporting. Under the SEC’s current rules, we must comply with this
requirement beginning with this annual report. In addition, beginning with our 2009 fiscal year, the
independent registered public accounting firm auditing the Company’s financial statements must attest to and
report on the effectiveness of the Company’s internal control over financial reporting, although proposals to
exempt companies of our size are being discussed. The costs associated with the implementation of this
requirement, including documentation and testing, have not been estimated by us. If we are ever unable to
conclude that we have effective internal control over financial reporting, or if our independent auditors are
unable to provide us with an unqualified report as to the effectiveness of our internal control over financial
reporting for any future year-ends as required by Section 404, investors could lose confidence in the
reliability of our financial statements, which could result in a decrease in the value of our securities.

Employees. Asof December 31,2007, we had 116 full-time and 25 part-time employees. Our employees are
not represented by a collective bargaining agent. We believe the relationship with our employees to be good.




Item 2. Description of Property.
(a) Location and Condition of Property.

The Company currently operates 11 bank branches; 6 are owned and 5 are leased. Our principal
office in Mount Laurel, New Jersey, consisting of 10,500 square feet, is leased. The lease expires on
December 31, 2015 with renewal options available through December 31, 2035. A second branch office is
leased in Medford, New Jersey consisting of 3,000 square feet. The Medford lease expires on May 31, 2025
with renewal options available through May 31, 2035. A third branch office is leased in Voorhees, New
Jersey consisting of 3,000 square feet. The Voorhees lease expires on November 30, 2020 with renewal
options available through November 30, 2045. A fourth branch office is leased in Marlton, New Jersey
consisting of 2,200 square feet. The Marlton lease expires on November 30, 2012 with renewal options
available through November 30, 2022. A fifth branch office is leased in Delran, New Jersey consisting of
3,000 square feet. The Delran lease expires on June 30, 2027 with renewal options available through June 30,
2047. In addition, we own branch offices located in Cherry Hill, Mount Laurel, Vincentown, Maple Shade,
Bordentown and Florence, New Jersey containing 3,000, 7,200, 6,400, 3,300, 7,900 and 1,000 square feet,
respectively.

We also lease an administrative office in Mount Laurel, New Jersey consisting of 8,100 square feet.
This lease will expire on July 31, 2008.

Management considers the physical condition of all offices and branches to be good and adequate for
the conduct of the Company’s business.

(b) Investment Policies.

See "Item |. Business" above for a general description of the Company's investment policies. The
Company's investments are primarily acquired to produce income, and to a lesser extent, possible capital gain.
The Company’s investment policies may be changed by the Investment Committee and/or the Board of
Directors, without shareholder approval.

(1) Investments in Real Estate or Interests in Real Estate. See Item 2(a), “Location and Condition
of Property,” above, and Note 9, “Bank Premises and Equipment,” to the Notes to Consolidated Financial
Statements in the consolidated financial statements appearing in the exhibits of this Annual Report.

(2) Investments in Real Estate Mortgages. The Company receives real estate mortgages in the
ordinary course of its lending activities; the Company services those mortgages that it holds. See Item 1,
“Description of Business - Lending Activities.”

(3) Investments in Securities of or Interests in Persons Primarily Engaged in Real Estate
Activities. With the exception of purchases of mortgage-backed securities issued by the U.S. government-
sponsored enterprises, the Company does not invest in securities of or interest in persons primarily engaged in
real estate activities. See Item 1, “Description of Business — Investment Portfolio,” and Note 4, “Investment
Securities,” to the Notes to Consolidated Financial Statements in the consolidated financial statements
appearing in the exhibits of this Annual Report.




(c) Description of Real Estate and Operating Data.

See information set forth above in Item 2(a), “Location and Condition of Property,” above, and in
Note 9, “Bank Premises and Equipment,” to the Notes to Consolidated Financial Statements in the
consolidated financial statements appearing in the exhibits of this Annual Report. In management’s view, the
Company’s properties are adequately covered by insurance.

Item 3. Legal Proceedings.

The Company, from time to time, is a party to routine litigation that arises in the normal course of
business. Management does not believe the resolution of this litigation, if any, would have a material adverse
effect on the Company’s financial condition or results of operations. However, the ultimate outcome of any
such matter, as with litigation generally, is inherently uncertain and it is possible that some of these matters
may be resolved adversely to the Company.

Item 4. Submission of Matters to a Vote of Security Holders.

No matters were submitted to a vote of the shareholders of the Company during the fourth quarter of
the fiscal year ended Decamber 31, 2007.

PART 11

Item 5. Market for Common Equity and Related Stockholder Matters and Small Business Issuer
Purchases of Equity Securities.

The following table shows the stock option exercises in 2007. Only employees of the Company
exercised such options in 2007. The information provided in the table below does not give effect to the 21 for
20 stock split.

Date Exercised Shares Price
01/12/07 3,104 $ 6.66
01/19/07 . 776 6.66
03/13/07 1,277 7.20
03/13/07 579 B.04
04/27/07 . 7,757 6.66

The stock option exercises on January 12, 2007, January 19, 2007 and March 13, 2007 were exempt
offers and sales under Section 3(a)(2) of the Securities Act. The exercise on April 27, 2007 was exempt under
Section 4(2) of the Securities Act.

Our common stock is listed on the Nasdaq Capital Market. The number of shareholders of record of
our common stock, as of December 31, 2007, was 533.

For information with respect to Equity Compensation Plans see Item 1 1(d), “Securities Authorized for
Issuance under Equity Compensation Plans.”
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The table below presents the high and low sales prices reported for our common stock as reported by
the NASDAQ Stock Market for the periods indicated. Sale prices have been adjusted for stock splits and
dividends.

NASDAQ Stock Market

Year arter High price Low price

2007 4 $ 822 $ 623
3 9.99 7.50
2 10.19 7.80
1* 11.12 9.00

2006 4" $11.22 $ 9.65
3 11.85 9.72
2% 13.01 10.82
" 16.71 10.66

Dividends

The holders of our common stock are entitled to receive dividends when, as and if declared by the
Board of Directors out of funds legally available therefor. Our ability to pay cash dividends is limited by
applicable state and federal law. See "Item 1. Description of Business — Regulation — Restriction on
Dividends".

In 2006, we paid four cash dividends of $0.03 per share. In 2007, we paid three cash dividends of
$0.03 per share. The Company did not pay a cash dividend in the fourth quarter of 2007 and there is no
assurance that the Company will resume paying cash dividends in the future. Future payments of dividends,
if any, is subject to the discretion of our Board of Directors and will depend upon a number of factors,
including future earnings, financial conditions, cash needs, general business conditions and applicable legal
limitations, including meeting regulatory capital requirements. Further, the Company's ability to pay cash
dividends to shareholders will depend largely on the Bank’s ability to pay dividends to the Company.

We have distributed a 5% stock dividend, accounted for as a stock split, each year during the period
from 1997 through 2002 and from 2004 through 2006. In 2007, we distributed a 21 for 20 stock split,
effected in the form of a 5% common stock dividend. We may consider declaring additional stock splits in
the future.

Item 6. Management's Discussion and Analysis or Plan of Operation.

The information contained in the section captioned “Management's Discussion and Analysis of
Consolidated Financial Condition and Results of Operations” is included as an exhibit to this Annual Report.




Factors That May Affect Future Results
Risks Related to Our Business
Our success will depend upon our ability to effectively manage our future growth.

We believe that we have in place the management and systems, including data processing systems,
internal controls and a strong credit culture, to support continued growth. However, our continued growth
and profitability depend on the ability of our officers and key employees to manage such growth effectively,
to attract and retain skilled employees and to maintain adequate internal controls and a strong credit culture,
Accordingly, there can be no assurance that we will be successful in managing our expansion, and the failure
to do so would adversely affect our financial condition and results of operations. In addition, as a result of the
recent acquisition of Farnsworth Bancorp, Inc., our growth may be limited by our regulatory capital level.

The regulatory capital of the combined company is reduced by goodwill incurred in connection with the
Merger.

The Merger was accounted for by the Company as a purchase, and the amount by which the purchase
price exceeds the fair value of the net tangible and identifiable intangible assets acquired by the Company
through the Merger was recorded as goodwill, which was approximately $11.7 million. Because goodwill
reduces regulatory capital, the Merger has made it more difficult for the Company to meet its regulatory
capital requirements. As a result, in May 2007, the Company raised $6.0 million through the issuance by its
subsidiary, Sterling Capital Trust 1, of trust preferred securities. The Company invested $4.5 million of these
proceeds in the Bank. The Company has agreed with the FRB to maintain sufficient capital to be considered
well capitalized following the Merger and we believe as of December 31, 2007 that we continue to meet this
requirement.

If we experience excessive loan losses relative to our allowance, our earnings will be adversely affected.

The risk of credit losses on loans varies with, among other things, general economic conditions, the
type of loan being made, the creditworthiness of the borrower over the term of the loan and, in the case of a
collateralized loan, the value and marketability of the collateral for the loan. Management maintains an
allowance for loan losses based upon, among other things, historical experience, an evaluation of economic
conditions and regular reviews of delinquencies and loan portfolio quality. Based upon such factors,
management makes various assumptions and judgments about the ultimate collectibility of the loan portfolio
and provides an allowance for 10an losses based upon a percentage of the outstanding balances and for
specific loans when their ultimate collectibility is considered questionable.

If management’s assumptions and judgments prove to be incorrect and the allowance for loan losses
is inadequate to abserb future losses, or if the bank regulatory authorities require us to increase the allowance
for loan losses as a part of their éxamination process, our earnings and capital could be significantly and
adversely affected.

* As of December 31, 2007, our allowance for loan losses was approximately $2.9 million, which
represented 0.93% of outstanding loans. At such date, we had five loans on nonaccrual status. Although
management believes that our allowance for loan losses is adequate, there can be no assurance that the
allowance will prove sufficient to cover future loan losses. Further, although management uses the best
information available to make determinations with respect to the allowance for loan losses, future adjustments
may be necessary if economic conditions differ substantially from the assumptions used or adverse
developments arise with respect to our non-performing or performing loans. Additions to our allowance for
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loan losses would result in a decrease in our net income and capital, and could have a material adverse effect
on our financial condition and results of operations.

Most of our loans are commercial loans, which have a higher degree of risk than other types of loans.

Commercial loans are often larger and may involve greater risks than other types of lending. Because
payments on such loans are often dependent on the successful operation of the property or business involved,
repayment of such loans may be more sensitive than other types of loans to adverse conditions in the real
estate market or the economy. Unlike residential mortgage loans, which generally are made on the basis of
the borrower’s ability to make repayment from his or her employment and other income and which are
secured by real property whose value tends to be more easily ascertainable, commercial loans typically are
made on the basis of the borrower’s ability to make repayment from the cash flow of the borrower’s business.

As a result, the availability of funds for the repayment of commercial loans may be substantially dependent
on the success of the business itself and the general economic environment. If the cash flow from business
operations is reduced, the borrower’s ability to repay the loan may be impaired.

Our business is geographically concentrated and is subject to regional economic factors that could have
an adverse impact on our business.

Substantially all of our business is with customers in our market area of southern New Jersey. Most
of our customers are consumers and small and medium-sized businesses which are dependent upon the
regional economy. Adverse changes in economic and business conditions in our markets could adversely
affect our borrowers, their ability to repay their loans and to borrow additional funds, and consequently our
financial condition and performance.

Additionally, we often secure our loans with real estate collateral, most of which is located in
southern New Jersey. A decline in local economic conditions could adversely affect the values of such real
estate. Consequently, a decline in local economic conditions may have a greater effect on our earnings and
capital than on the earnings and capital of larger financial institutions whose real estate loan portfolios are
geographically diverse.

We have incurred and expect to continue to incur significant expenses in connection with our branch
expansion. '

We have historically experienced growth through expansion of our existing branches as well as
through the establishment of new branches. A natural consequence of our growth during the branch
expansion program has been a significant increase in noninterest expenses. These costs are associated with
marketing, increased staffing, branch construction and equipment needs sufficient to create the infrastructure
necessary for branch operations. Unless and untit a new branch generates sufficient income to offset these
additional costs, a new branch will reduce our earnings.

Most of our loans are secured, in whole or in part, with real estate collateral which may be subject to
declines in value.

In addition to the financial strength and cash flow characteristics of the borrower in each case, we
often secure our loans with real estate collateral. As of December 31, 2007, approximately 71% of our loans
had real estate as a primary, secondary or tertiary component of collateral. Real estate values and real estate
markets are generally affected by, among other things, changes in national, regional or local economic
conditions, fluctuations in interest rates and the availability of loans to potential purchasers, changes in tax
laws and other governmental statutes, regulations and policies, and acts of nature. The real estate collateral in
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each case provides an alternate source of repayment in the event of default by the borrower. If real estate
prices in our markets decline, the value of the real estate collateral securing our loans could be reduced. If we
are required to liquidate the collateral securing a loan during a period of reduced real estate values to satisfy
the debt, our earnings and capital could be adversely affected.

The loss of our executive officersand certain other key personnel could hurt our business.

Our success depends, to a great extent, upon the services of Robert H. King, our President and Chief
Executive Officer; John Heminko, our Executive Vice President and Senior Loan Officer; R. Scott Horner,
our Executive Vice President and Chief Financial Officer; Dale F. Braun, Jr., our Senior Vice President and
Controller; Kimberly A. Johnson, Senior Vice President and Corporate Services Officer; and Theresa S.
Valentino Congdon, our Senior Vice President and Senior Retail Officer. From time to time, we also need to
recruit personnel to fill vacant positions for experienced lending and credit administration officers.
Competition for qualified personnel in the banking industry is intense, and there can be no assurance that we
will continue to be successful in attracting, recruiting and retaining the necessary skilled managerial,
marketing and technical personnel for the successful operation of our existing lending, operations, accounting
and administrative functions or to support the expansion of the functions necessary for our future growth.
Our inability to hire or retain key personnel could have a material adverse effect on our results of operations.

Our legal lending limits are relatively low and restrict our ability to compete for larger customers.

At December 31, 2007, our lending limit per borrower was approximately $7.6 million, or
approximately 15% of our capital. :Accordingly, the size of loans that we can offer to potential borrowers is
less than the size of loans that many of our competitors with larger capitalization are able to offer. We may
engage in loan participations with other banks for loans in excess of our legal lending limits. However, there
can be no assurance that such participations will be available at all or on terms which are favorable to us and
our customers.

Risks Related to Our Common Stock

There is a limited trading market for our common stock, which may adversely impact the ability to sell
shares and the price received for shares.

Our common stock has limited trading activity, and although our common stock is listed on the
Nasdaq Capital Market, the trading in our common stock will develop at any time in the foreseeable future.
This means that there may be limited liquidity for our common stock, which may make it difficult to buy or
sell our common stock, may negatively affect the price of our common stock and may cause volatility in the
price of our common stock. See Item 5, “Market for Common Equity and Related Stockholder Matters,”
above.

We have ceased paying cash dividends on a quarterly basis on our common stock and there is no
assurance that we will resume doing so.

We have a limited history of paying cash dividends on our common stock. We paid our first cash
dividend to our shareholders in February 2004. Although we subsequently paid cash dividends on a quarterly
basis, the Company did not pay a cash dividend in the fourth quarter of 2007 and there is no assurance that the
Company will resume paying cash dividends in the future. Future payment of cash dividends, if any, will be
at the discretion of the Board of Directors and will be dependent upon a number of factors including financial
condition, cash needs, general business conditions and applicable legal limitations, including meeting
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regulatory capital requirements. See Item 5, “Market for Common Equity and Related Stockholder Matters,”
above.

Our management and significant shareholders control a substantial percentage of our stock and
therefore have the ability to exercise substantial influence over our affairs.

As of March 15, 2008, our directors and executive officers beneficially owned approximately
1,067,000 shares, or approximately 17%, of our common stock, including options with the vested right to
purchase approximately 297,000 shares, in the aggregate, of our common stock at exercise prices ranging
from $6.27 to $10.90 per share. In addition, approximately 7% of our common stock is controlled by a non-
management shareholder. Also, approximately 5% of our common stock is control by an institutional
investor. Because of the large percentage of stock held by our directors and executive officers and other
significant shareholders, these persons could influence the outcome of any matter submitted to a vote of our
shareholders.

We may issue additional shares of common stock, which may dilute the ownership and voting power of
our shareholders and the book value of our common stock.

We are currently authorized to issue up to 15,000,000 shares of common stock. Of that amount,
approximately 5,843,362 shares were issued and outstanding as of March 15, 2008. On March 16,2007, we
completed the Plan of Merger with Famsworth Bancorp, Inc., for which the Holding Company issued
approximately 768,438 shares of common stock. Our Board of Directors has authority, without action or vote
of the shareholders (except to the extent required under applicable rules of the Nasdaq Capital Market), to
issue all or part of the authorized but unissued shares. A total of 518,168 shares of common stock have been
reserved for issuance under options outstanding on March 15, 2008. As of March 15, 2008, options to
purchase a total of 373,043 shares were exercisable and had exercise prices ranging from $6.27 to $10.90.
Any such issuance will dilute the percentage ownership interest of shareholders and may further dilute the
book value of our common stock. Further, we are proposing two new stock option plans with 300,000 and
600,000 additional shares authorized, that, if approved by our shareholders, would provide for new shares to
be issued.

Our common stock is not insured and you could lose the value of your entire investment.

An investment in shares of our common stock is not a deposit and is not insured against loss by the
govemment.

Risks Related to Qur Industry
We operate in a competitive market which could constrain our future growth and profitability.

We operate in a competitive environment, competing for deposits and loans with commercial banks,
savings associations and other financial entities. Competition for deposits comes primarily from other
commercial banks, savings associations, credit unions, money market and mutual funds and other investment
alternatives. Competition for loans comes primarily from other commercial banks, savings associations,
mortgage banking firms, credit unions and other financial intermediaries. Many of the financial
intermediaries operating in our market area offer certain services, such as trust investment and international
banking services, which we do not offer. Moreover, banks with a larger capitalization and financial
intermediaries not subject to bank regulatory restrictions have larger lending limits and are thereby able to
serve the needs of larger customers. See Item 1, “Description of Business - Competition,” above.




We are required to comply with extensive and complex governmental regulation which can adversely
affect our business.

Our operations are and will be affected by current and future legislation and by the policies
established from time to time by various federal and state regulatory authorities. We are subject to
supervision and periodic examination by the Federal Reserve Board, or FRB, the Federal Deposit Insurance
Corporation, or FDIC, and the New Jersey Department of Banking and Insurance. Banking regulations,
designed primarily for the safety of depositors, may limit a financial institution’s growth and the return to its
investors by restricting such activities as the payment of dividends, mergers with or acquisitions by other
institutions, investments, loans and interest rates, interest rates paid on deposits, expansion of branch offices,
and the offering of securities or trust services. We are also subject to capitalization guidelines established by
federal law and could be subject to enforcement actions to the extent that we are found by regulatory
examiners to be undercapitalized. It is not possible to predict what changes, if any, will be made to existing
federal and state legislation and régulations or the effect that any such changes may have on our future
business and earnings prospects. Further, the cost of compliance with regulatory requirements may adversely
affect our ability to operate profitability.

In addition, the monetary policies of the FRB have had a significant effect on the operating results of
banks in the past and are expected to continue to do so in the future. Among the instruments of monetary
policy used by the FRB to implement its objectives are changes in the discount rate charged on bank
borrowings and changes in the reserve requirements on bank deposits. It is not possible to predict what
changes, if any, will be made to the monetary policies of the FRB or to existing federal and state legislation or
the effect that such changes may have on our future business and earnings prospects.

During the past several years, significant legislative attention has been focused on the regulation and
deregulation of the financial services industry. Non-bank financial institutions, such as securities brokerage
firms, insurance companies and money market funds, have been permitted to engage in activities which
compete directly with traditional bank business.

We realize income primarily from the difference between interest earned on loans and investments and
interest paid on deposits and borrowings, and changes in interest rates may adversely affect our
profitability and assets.

Changes in prevailing interest rates may hurt our business. We derive our income mainly from the
difference or “spread” between the interest earned on loans, securities and other interest-earning assets, and
interest paid on deposits, borrowings and other interest-bearing liabilities. In general, the larger the spread,
the more we earn. When market rates of interest change, the interest we receive on our assets and the interest
we pay on our liabilities will fluctuate. This can cause decreases in our spread and can adversely affect our
income.

Interest rates affect how much money we can lend. For example, when interest rates rise, the cost of
borrowing increases and loan originations tend to decrease. In addition, changes in interest rates can affect
the average life of loans and investment securities. A reduction in interest rates generally results in increased
prepayments of loans and mortgage-backed securities, as borrowers refinance their debt in order to reduce
their borrowing cost. This causes reinvestment risk, because we generally are not able to reinvest
prepayments at rates that are comparable to the rates we earned on the prepaid loans or securities. Changes in
market interest rates could also reduce the value of our financial assets. If we are unsuccessful in managing
the effects of changes in interest rates, our financial condition and results of operations could suffer.
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As a public company, our business is subject to numerous reporting requirements that are currently
evolving and could substantially increase our operating expenses and divert management’s attention
from the operation of our business.

Compliance with the requirements of the Sarbanes-Oxley Act of 2002 and the rules and listing
standards promulgated by the SEC and Nasdaq may significantly increase our legal and financial and
accounting costs in the future, once full compliance is required. In addition, full compliance with the
requirements may take a significant amount of management’s and the Board of Directors’ time and resources.
Likewise, these developments may make it more difficult for us to attract and retain qualified members of our
board of directors, particularly independent directors, or qualified executive officers.

As directed by Section 404 of the Sarbanes-Oxley Act, the SEC adopted rules requiring public
companies to include a report of management on the company’s internal control over financial reporting in
their annual reports on Form 10-K or 10-KSB that contains an assessment by management of the effectiveness
of the company’s internal control over financial reporting. Under the SEC’s current rules, we must comply
with this requirement beginning with this annual report. In addition, beginning with our 2009 fiscal year, the
independent registered public accounting firm auditing the Company’s financial statements must attest to and
report on the effectiveness of the Company’s internal control over financial reporting. The costs associated
with the implementation of this requirement, including documentation and testing, have not been estimated by
us. If we are ever unable to conclude that we have effective internal control over financial reporting or, if our
independent auditors are unable to provide us with an unqualified report as to the effectiveness of our internal
control over financial reporting for any future year-ends as required by Section 404, we may incur additional
costs to rectify the deficiency and investors could lose confidence in the reliability of our financial statements,
either of which could result in a decrease in the value of our securities.

Item 7. Financial Statements.

The Company's financial statements listed under Item 13 are included as an exhibit to this Annual
Report.

Item 8. Changes in and Disagreements with Accountants On Accounting and Financial Disclosure.
Not applicable.

Item 8A(T). Controls and Procedures.

Disclosure Controls and Procedures

The Company, under the supervision and with the participation of the Company’s management, including the
Company’s Chief Executive Officer and Chief Financial Officer, has evaluated the effectiveness of the
Company’s disclosure controls and procedures as of the end of the period covered by this report. Based on
that evaluation, the Chief Executive Officer and the Chief Financial Officer have concluded that the
Company’s disclosure controls and procedures are cffective to ensure that information required to be
disclosed in reports filed under the Securities Exchange Act of 1934, as amended (the “Exchange Act™), is
recorded, processed, summarized and reported within the time periods specified in the rules and forms of the
Securities and Exchange Commission, and that such information is accumulated and communicated to the
Company’s management, including its principal executive officer and principal financial officer, as
appropriate, to allow timely decisions regarding required disclosure. Because of the inherent limitations in all
control systems, any controls and procedures, no matter how well designed and operated, can provide only
reasonable assurance of achieving the desired control objectives, and management necessarily is required to
apply its judgment in evaluating the cost-benefit relationship of possible controls and procedures.




Furthermore, our controls and procedures can be circumvented by the individual acts of some persons, by
collusion of two or more people or by management override of the control, and misstatements due to error or
fraud may occur and not be detected on a timely basis.

Management’s Report on Internal Control over Financial Reporting.

Management of the Company is responsible for establishing and maintaining adequate internal control over
financial reporting for the Company as defined in Rule 13a-15(f) under the Securities Exchange Act of 1934,
The Company’s internal control over financial reporting is designed to provide reasonable assurance to the
Company’s management and board of directors regarding the preparation and fair presentation of published
financial statements and the reliability of financial reporting. Because of its inherent limitations, internal
control over financial reporting may not prevent or detect misstatements. Therefore, even those systems
determined to be effective can provide only reasonable assurance with respect to financial statement
preparation and presentation. Management assessed the effectiveness of the Company’s internal control over
financial reporting as of December 31, 2007. In making this assessment, management used the criteria set
forth by the Committee of Sponsoring Organizations of the Treadway Commission (“COSQ”) in Internal
Control — Integrated Framework. Based on our assessment, we believe that, as of December 31, 2007, the
Company’s internal control over financial reporting is effective based on those criteria. This annual report
does not include an attestation report of the Company’s registered public accounting firm regarding internal
control over financial reporting. Management’s report was not subject to attestation by the Company’s
registered public accounting firm pursuant to temporary rules of the Securities and Exchange Commission
that permit the Company to provide only management’s report in this annual report.

Changes in Internal Control Over Financial Reporting

There were no changes in the Company’s internal control over financial reporting in the quarter ended
December 31, 2007 that materially affected, or are reasonably likely to materially affect, the Company’s
internal control over financial reporting.

Item 8B. Other Information,
Not applicable. .
PART III

The Company will file a definitive proxy statement for its 2008 Annual Meeting of Shareholders
pursuant to Regulation 14A (the “Proxy Statement’) within 120 days after the end of the fiscal year covered
by this annual report on Form 10-KSB (i.e., by April 29, 2008); accordingly, certain information that is
required under Part III of this annual report on Form 10-KSB is omitted from this report and will be included
in the Proxy Statement, and is incorporated herein by reference to the Proxy Statement.

Item 9. Directors, Executive Officers, Promoters and Control Persons; Compliance with Section 16(a)
of the Exchange Act,

The information containéd under the sections captioned “Section 16(a) Beneficial Ownership
Reporting Compliance” and “Eléction of Directors” and “Audit Committee™ in the Company’s Proxy

Statement is incorporated herein by reference.

Code of Ethics. The Company has adopted a Code of Ethics for the Company’s chief executive
officer and principal financial and accounting officers. Printed copies of the Code of Ethics are available
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without charge to any shareholder upon written request addressed to R. Scott Horner, Secretary, Sterling
Banks, Inc., 3100 Route 38, Mount Laurel, New Jersey 08054. Any amendments to the Code of Ethics, or
any waivers of the Code of Ethics, will be disclosed promptly on a Current Report on Form 8-K filed with the
Securities and Exchange Commission.

Item 10. Executive Compensation.

The information contained in the section captioned “Director and Executive Officer Compensation”
in the Proxy Statement is incorporated herein by reference.

Item 11, Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters.

(a) Security Ownership of Certain Beneficial Owners

Information required by this item is incorporated herein by reference to the first chart in the
section captioned “Security Ownership of Directors and Executive Officers and Certain
Beneficial Owners” in the Proxy Statement.

(b) Security Ownership of Management

Information required by this item is incorporated herein by reference to the first chart in the
section captioned “Security Ownership of Directors and Executive Officers and Certain
Beneficial Owners” in the Proxy Statement.

(c) Changes in Control

Management of the Registrant knows of no arrangements, including any pledge by any
person of securities of the Registrant, the operation of which may at a subsequent date result
in a change in control of the Registrant.

2. Securities Authorized for Issuance under Equity Compensation Plans

Number of shares of

Number of shares Common Stock remaining
of Common Stock available for future
Plan Catego to be issued upon issuance under equity
a0 L alegory exercise of Weighted-average compensation plans
outstanding exercise price of (excluding options
options outstanding options reflected in column (a))
(a) (b) (©)
Equity compensation plans approved
by shareholders 518,168 $8.43 0
fg;g:g?;iﬁi:ﬁ:ﬁ:ﬁs not not applicable not applicable not applicable
Total 318,168 $8.43 ¢

Item 12. Certain Relationships and Related Transactions.

The information is incorporated herein by reference to the section captioned “Certain Transactions” in
the Proxy Statement.




Item 13. Exhibits.
{(a) Listed below are all financial statements and exhibits filed as part of this Report.

1. The consolidated statements of financial condition of Sterling Banks, Inc. as of
December 31, 2007 and 2006 and the related consolidated statements of operations,
shareholders’ equity and cash flows for the years ended December 31, 2007 and 2006
together with' the related notes.

2. Schedules omitted as they are not applicable.
3. The following exhibits are included in this Report or incorporated herein by reference:
(a) List of Exhibits:

2.1 Plan of Acquisition, dated April 26, 2006 by and between Sterling Bank and
Sterling Banks, Inc. (a)

22 Agreement and Plan of Merger, dated June 23, 2006, by and among Sterling
Banks, Inc., Sterling Bank, and Farnsworth Bancorp, Inc. (b)

31 Certificate of Incorporation of Sterling Banks, Inc. {c)

3.2 Amended and Restated Bylaws of Sterling Banks, Inc. (d}

10.1 1994 Employee Stock Option Plan {(¢), (g)

10.2 1998 Employee Stock Option Plan (e), (g)

10.3 2003 Employee Stock Option Plan (e), (g)

10.4  Change in Control Severance Agreement dated December 26, 2007 between the
Company; the Bank and R. Scott Horner (g), (h)

10.5  Change in Control Severance Agreement dated December 26, 2007 between the
Company, the Bank and John Herninko (g), (h)

10.6  Employment agreement dated January 26, 2006 between the Bank and Robert H.
King (f), (g)

10.7  Amendment to Employment Agreement dated December 26, 2007 between the Bank
and Robeit H. King (g)

10.8  Lease dated as of April 3, 1990, as amended, for headquarters facility in Mount
Laurel, New Jersey (e)

23.1  Consent of McGladrey & Puilen, LLP, Independent Registered Public Accounting
Firm

31.1 CEO Certification required under Section 302 of Sarbanes — Oxley Act of 2002

31.2  CFO Certification required under Section 302 of Sarbanes — Oxley Act of 2002

32.1 CEO Certification required under Section 906 of Sarbanes — Oxley Act of 2002

32.2  CFO Certification required under Section 906 of Sarbanes — Oxley Act of 2002

(a) Incorporated by reference to Exhibit 2.1 of Sterling Banks, Inc.; Registration
Statement on Form S-4 (File no. 333-133649).

(b) Incorporated by reference to Exhibit 2.2 of Sterling Banks, Inc.; Registration
Statement on Form S-4 (File no. 333-133649).

(c) Incorporated by reference to Exhibit 3.1 of Sterling Banks, Inc.; Registration
Statement on Form S-4 (File no. 333-133649).

(d) Incorporated by reference to Exhibit 3.4 of Sterling Banks, Inc.; Registration
Statement on Form S-4 (File no. 333-133649).




(e)
®

(2
(h)

Incorporated by reference to the Bank’s Annual Report on Form 10-KSB for the
year ended December 31, 2003,

Incorporated by reference to the Bank’s Current Report on Form 8-K dated January
25, 2006.

Management contract or compensatory plan or arrangement.

Incorporated by reference to the Bank’s Current Report on Form 8-K dated
January 4, 2008.

Item 14. Principal Accountant Fees and Services.

The information required by this item is incorporated herein by reference to the section captioned
“Independent Auditors” in the Proxy Statement.




SIGNATURES

In accordance with Section 13 or 15(d) of the Securities Exchange Act of 1934, as amended, the
registrant caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Date: March 25, 2008

STERLING BANKS, INC,

By: /s/ Robert H. King
Robert H. King

President and Chief Executive Officer

In accordance with the Exchange Act, this report has been signed below by the following persons on
behalf of the registrant and in the capacities indicated on March 25, 2008.

{s/ Robert H. King

Robert H. King

President, Chief Executive Officer
and Director

(Principal Executive Officer)

/s/ R. Scott Homer

R. Scott Homer

Executive Vice President, Chief
Financial Officer and Director
(Principal Financial Officer)

/s/ Dale F. Braun_Jr.

Dale F. Braun, Ir.

Senior Vice President and Controller
(Principal Accounting Officer)

/s/ A. Theodore Eckenhoff
A. Theodore Eckenhoff
Chairman

/s/ Howard E. Needleman
Howard E. Needleman
Vice Chairman

{s/ 8. David Brandt, Esq
S. David Brandt, Esq

Director

s/ Jeffrey Dubrow
Jeffrey Dubrow
Director

{s/ Benjamin D. Goldman, Esg
Benjamin D. Goldman, Esq.

Director

fs/ James L. Kaltenbach, M.D.
James L. Kaltenbach, M.D.
Director

{sf G. Edward Koenig, Jr.
G. Edward Koenig, JIr.
Director

/s/ John J. Maley, Jr., CPA
John J. Maley, Jr., CPA
Director

{s/ Luis G. Rogers
Luis G. Rogers

Director

/s/ Ronald P. Sandmeyer
Ronald P. Sandmeyer
Director

[s/ Jeffrey P. Taylor, P.E.
Jeffrey P. Taylor, P.E.

Director

/s/ James Yoh, PhD.

James Yoh, PhD.
Director




Exhibit 31.1
CERTIFICATION

I, Robert H. King, certify that:
1. Thave reviewed this Annual Report on Form 10-KSB of Sterling Banks, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances
under which such statements were made, not misleading with respect to the period covered by
this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the small business issuer as of, and for, the periods presented in this report;

4. The small business issuer's other certifying officer and I are responsible for establishing and
maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and
15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the small business issuer and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information
relating to the small business issuer, including its consolidated subsidiaries, is made
known to us by others within those entities, particularly during the period in which this
report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal control
over financial reporting to be designed under our supervision, to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting
principles;

(©) Evaluated the effectiveness of the small business issuer's disclosure controls and
procedures and presented in this report our conclusions about the effectiveness of the
disclosure controls and procedures, as of the end of the period covered by this report
based on such evaluation; and

(d) Disclosed in this report any change in the small business issuer's internal control over
financial reporting that occurred during the small business issuer's most recent fiscal
quarter that has materially affected, or is reasonably likely to materially affect, the small
business issuer's internal control over financial reporting;

5. The small business issuer's other certifying officer and I have disclosed, based on our most recent
evaluation of internal control over financial reporting, to the small business issuer's auditors and
the audit committee of the small business issuer's board of directors (or persons performing the
equivalent functions):
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(a) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the small
business issuer's ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have
a significant role in the small business issuer's internal control over financial reporting.

Dated: March 25, 2008 By:/s/ Robert H. King
Robert H. King
Chief Executive Officer
Principal Executive Officer
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Exhibit 31.2

CERTIFICATION

I, R. Scott Horner, certify that:

1.

2

I have reviewed this Annual Repoﬁ on Form 10-KSB of Sterling Banks, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances
under which such statements were made, not misleading with respect to the period covered by
this report;

Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the small business issuer as of, and for, the periods presented in this report;

The small business issuer's other certifying officer and I are responsible for establishing and
maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and
15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the small business issuer and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information
relating to the small business issuer, including its consolidated subsidiaries, is made
known to us by others within those entities, particularly during the period in which this
report is being prepared;

1)} Designed such internal control over financial reporting, or caused such internal control
over financial reporting to be designed under our supervision, to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting
principles;

(c) Evaluated the effectiveness of the small business issuer’s disclosure controls and
procedures and presented in this report our conclusions about the effectiveness of the
disclosure controls and procedures, as of the end of the period covered by this report
based on such evaluation; and

(d) Disclosed in this report any change in the small business issuer's internal control over
financial reporting that occurred during the small business issuer's most recent fiscal
quarter that has materially affected, or is reasonably likely to materially affect, the small
business issuer's internal control over financial reporting;

The small business issuer's other certifying officer and I have disclosed, based on our most recent
evaluation of internal control over financial reporting, to the small business issuer's auditors and
the audit committee of the small business issuer's board of directors (or persons performing the
equivalent functions):
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(a)  All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the small
business issuer’s ability to record, process, summarize and report financial information; and

(b)  Any fraud, whether or not material, that involves management or other employees who have
a significant role in the small business issuer's internal control over financial reporting.

Dated: March 25, 2008 By: /s/ R. Scott Horner
R. Scott Horner
Chief Financial Officer
Principal Financial Officer
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Exhibit 32.1

CERTIFICATION PURSUANT TO
183 U.S.C. SECTION 1350,
AS ADDED BY
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Sterling Banks, Inc. (the "Bank") on Form 10-KSB for the
period ended December 31, 2007 as filed with the Securities & Exchange Commission on the date hereof (the
"Report"), I, Robert H. King, Chief Executive Officer of the Bank, certify, pursuant to 18 1J.S.C.ss. 1350, as
added by ss. 906 of the Sarbanes-Oxley Act of 2002, that:

A. The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

B. The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Bank.

Date:  March 25, 2008 By:

{s/ Robert H. Kin
Robert H. King, Chief Executive Officer




Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADDED BY
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Sterling Banks, Inc. (the "Bank") on Form 10-KSB
for the period ended December 31, 2007 as filed with the Securities and Exchange Commission on the
date hercof (the "Report"}, I, R. Scott Horner, Chief Financial Officer of the Bank, certify, pursuant to
18 U.S.C.ss. 1350, as added by ss. 906 of the Sarbanes-Oxley Act of 2002, that:

A. The Report fully. complies with the requirements of Section 13(a) or 15(d) of the
Securities Exchange Act of 1934; and

B. The information ¢ontained in the Report fairly presents, in all material respects, the
financial condition and results of operations of the Bank.

Date: March 25, 2008 By:
/s/ R. Scott Homer
R. Scott Horner, Chief Financial Officer
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion focuses on the major components of the Company’s operations. This discussion
should be read in conjunction with the financial statements and accompanying notes included in this
Annual Report.

Sterling Banks, Inc. (the “Holding Company™) is the successor to Sterling Bank (the “Bank” and together
with the Holding Company, the “Company”) pursuant to the Plan of Reorganization by and between the
Holding Company and the Bank that was completed on March 16, 2007, whereby the Bank became a
wholly-owned subsidiary of the Holding Company. Additionally, on March 16, 2007, the Bank, the
Holding Company and Farnsworth Bancorp, Inc. (“Famsworth”) completed the merger (the “Merger”) in
which Farnsworth merged with and into the Holding Company, with the Holding Company as the
surviving corporation. Subsequent to the Merger, Peoples Savings Bank, a wholly-owned subsidiary of
Farnsworth, was merged with and into the Bank, with the Bank as the surviving Bank. All information
contained herein represents solely the financial information of the Company. All references to “we,”
“us,” “our,” and “ours” and similar terms in this report refers to the Company and its subsidiaries,
collectively.

We are a bank holding company headquartered in Burlington County, New Jersey, with assets of $410.5
million as of December 31, 2007. Qur main office is located in Mount Laurel, New Jersey with ten other
Community Banking Centers located in Burlington and Camden Counties, New Jersey. We believe that
this geographic area represents a stable and attractive banking market with a diversified and expanding
economy. We began operations in December 1990 with the purpose of serving consumers and small to
medium-sized businesses in our market area. We have chosen to focus on the higher growth areas of
western Burlington County and eastern Camden County. We believe that understanding the character and
nature of the local communities that we serve, and having first-hand knowledge of customers and their
needs for financial services enable us to compete effectively and efficiently.

Our principal source of revenue is net interest income, which is the difference between the interest
income from our earning assets and the interest expense on our deposits and borrowings. Interest-eaming
assets consist principally of loans, investment securities and federal funds sold, while our interest-bearing
liabilities consist primarily of deposits. Our net income is also affected by our provision for loan losses,
noninterest income and noninterest expenses, which include salaries, benefits, occupancy costs and
charges relating to non-performing and other classified assets.

Critical Accounting Policies
Allowance for Losses on Loans

The allowance for losses on loans is based on management’s ongoing evaluation of the loan portfolio and
reflects an amount considered by management to be its best estimate of probable losses inherent in the
portfolio. Management considers a variety of factors when establishing the allowance, such as the impact
of current market conditions, diversification of the loan portfolio, delinquency statistics, results of loan
review and related classifications, and historic loss rates. In addition, certain individual loans that
management has identified as problematic are specifically provided for in the allowance, based upon an
evaluation of the borrower’s perceived ability to pay, the estimated adequacy of the underlying collateral
and other relevant factors. Consideration is also given to examinations performed by regulatory agencies.
Although provisions have been established and segmented by type of loan based upon management’s
assessment of the loss characteristics inherent in each type, the entire allowance for losses on loans is
available to absorb loan losses in any category.
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Management performs a detailed analysis to determine the allowance for loan losses. Since the allowance
for loan losses is dependent, to a great extent, on conditions that may be beyond our control, it is possible
that management’s estimate of the allowance for loan losses and actual results could differ materially in
the near future.

In addition, regulatory authorities, as an integral part of their examinations, periodically review the
allowance for loan losses. They may require additions to the allowance based upon their judgments about
information available to them at the time of the examination.

Resuits of Operations for the Years Ended December 31, 2007 and 2006

Net Income

Net income decreased $1,243,000, or 168.4%, to a net loss of $505,000 for the year ended December 31,
2007 compared to net income of $738,000 for the year ended December 31, 2006. The decrease in
earnings was mainly the result of increased noninterest expenses related to the expansion of the
Company’s retail system, as a result of the Merger. Earnings per share (basic) decreased $0.24 per share,
or 160.0%, to net loss of $0.09 per share for the year ended December 31, 2007 compared to net income
of $0.15 per share for the year ended December 31, 2006. Earnings per share (diluted) decreased $0.23
per share, or 164.3%, to net loss of $0.09 per share for the year ended December 31, 2007 compared to
net income of $0.14 per share for th¢ year ended December 31, 2006.

Net Interest Income and Average Balances

Net interest income after the provision for loan losses increased $641,000, or 5.2%, to $12.2 million for
the year ended December 31, 2007 from $11.6 million for the year ended December 31, 2006. The
provision for loan losses decreased $204,000 to $401,000 for the year ended December 31, 2007 from
$605,000 for the year ended December 31, 2006. The net interest margin decreased to 3.43% for the year
ended December 31, 2007 from 3.71% for the year ended December 31, 2006. The decrease in the net
interest margin reflects the Federal Reserve continued tightening of monetary policy during much of the
year and an increase in cost of funds. Yield on interest-earning assets increased to 7.01% for the year
ended December 31, 2007 from 6.87% for the year ended December 31, 2006. The average cost of
interest-bearing liabilities increased to 4.06% for the year ended December 31, 2007 compared to 3.73%
for the year ended December 31, 2006.




The following table presents a summary of the principal components of average balances, yields and rates

for the periods indicated.:

Assets
Loans, net (1)
Investment securities (2)
Federal funds sold
Due from banks
Total interest-carning assets

Allowance for loan losses
Other assets
Total Assets

Liabilities and shareholders’ equity
Time deposits
NOW/MMDA/savings accounts
Borrowings
Total interest-bearing liabilities

Noninterest-bearing demand
deposits
Other liabilities
Shareholders’ equity
Total liabilities and
shareholders’ equity

Net interest income
Interest rate spread (3)
Net interest margin (4)

(1) Includes loans held for sale. Also inctudes loan fees, which are not material.

Year Ended December 31,
2007 2006
Average Average Average Average
Balance Interest Rate Balance Interest Rate
$298,195,000 $22,802,000 7.65% $254,008,000 $19,430,000 7.65%
57,350,000 2,374,000 4.14 60,436,000 2,410,000 3.99
9,452,000 485,000 5.13 8,222,000 417,000 5.07
3,420,000 173,000 5.04 5,633.000 289,000 513
368,417,000 25,834,000 7.01 328,299,000 22,546,000 6.87
(2,610,000) (1,265,000)
42,278,000 20,072,000
£408,085,000 $347,106,000
$219,735,000 10,569,000 4.81 $185,903,000 8,012,000 431
99,205,000 2,263,000 2.28 79,511,000 1,923,000 242
6,327,000 371,000 5.86 12,247.000 417,000 4
325,267,000 13,203,000 4.06 277,661,000 10,352,000 373
41,166,000 33,928,000
368,000 1,034,000
41,284 000 34,483.000
$408,085,000 $347,106,000
$12,631,000
295 314
343 3N

(2) Yields are not on a tax-equivalent basis.
(3) Interest rate spread represents the difference between the average yield on interest-earning assets and the average cost of interest-bearing

liabilities.

{4) Net interest margin represents net interest income as a percentage of average interest-earning assets.
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The following table presents a summary of the changes in interest income and expense by both rate and
volume for the periods indicated andlincluding interest income from loans held for sale:

Year Ended December 31, 2007
Compared to Year Ended
December 31, 2006

Year Ended December 31, 2006
Compared to Year Ended
December 31, 2005

Variance Due to

Variance Due to

Changes In Changes In
' Net Net

Average Average Increase/ Average Average Increase/

Volume Rate {Decrease) Volume Rate (Decrease)
Interest Income:
Loans, net $3,372,000 £ - $3,372,000 $1,067,000  $1,858,000 $2,925,000
Investment securities (122,000) 86,000 (36,000} (152,000) 135,000 (17,000)
Federal funds sold and

due from banks {51,000) 3,000 (48,000) 389,000 117,000 506,000

Total interest income 3,199,000 89,000 3,288,000 1,304,000 2,110,000 3,414,000
Interest Expense:
Deposits 1,937,000 960,000 2,897,000 1,208,000 2,185,000 3,393,000
Borrowed funds {197,000) 151,000 (46,000) {327,000) 133,000 (194,000)
Total interest expense 1,740,000 1,111,000 2,851,000 881,000 2,318,000 3,199,000
Net interest income 51,459,000 $(1,022,000)  § 437,000 § 423,000 3 (208,000 § 215,000

The increase or decrease due to a change in average volume has been determined by multiplying the
change in average volume by the average rate during the preceding period, and the increase or decrease
due to a change in average rate has been determined by multiplying the current average volume by the
change in average rate. For purposes of this table, changes attributable to both rate and volume, which
cannot be segregated, have been allocated to volume.

Noninterest Income

Total noninterest income increased '$267,000, or 41.0%, to $918,000 for the vear ended December 31,
2007 from $651,000 for the year ended December 31, 2006, primarily from an increase in service charges
and miscellaneous fees as a result of the Merger, and an increase in late charges on loans, Service
charges on deposit accounts increased $31,000, or 12.4%, to $280,000 for the year ended December 31,
2007 from $249,000 for the year ended December 31, 2006. Miscellaneous fees, including gains on sales
of equipment and investment securities, increased $236,000, or 58.7%, to $638,000 for the year ended
December 31, 2007 from $402,000 for the year ended December 31, 2006.

Noninterest Expenses

Total noninterest expenses increased $2.9 million, or 26.0%, to $13.9 million for the year ended
December 31, 2007 from $11.0 million for the year ended December 31, 2006. The increase was
primarily as a result of the Merger and the formation of the Holding Company. Compensation and
benefits increased $1.0 million, or 16.5%, to $7.2 million for the year ended December 31, 2007 from
$6.2 million for the year ended December 31, 2006. This increase was primarily from increased staffing
cost as a result of the Merger and the opening of our Delran branch in June 2007.

Occupancy, equipment and data processing expense increased $597,000, or 20.8%, to $3.5 million for the
year ended December 31, 2007 from $2.9 million for the year ended December 31, 2006. This increase
resulted primarily from the Merger and the opening of our Delran branch in June 2007.

Marketing and business development expense increased $136,000, or 22.5%, to $741,000 for the year
ended December 31, 2007 from $605,000 for the year ended December 31, 2006. This increase was
primarily due to the opening of our Delran branch in June 2007.
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Professional services increased $364,000, or 74.9%, to $850,000 for the year ended December 31, 2007
from $486,000 for the year ended December 31, 2006. This increase was primarily due to the formation
of our Holding Company in March 2007.

Other operating expenses, including amortization of core deposit intangible, increased $752,000, or
86.0%, to $1,626,000 for the year ended December 31, 2007 from $874,000 for the year ended December
31, 2006. This increase was primarily as a result of the Merger, including the amortization of core
deposit premium of $275,000.

Income Taxes

Income tax benefit, as a percentage of pre-tax loss, was 34.8% in 2007. Income tax expense, as a
percentage of pre-tax income, was 38.0% in 2006.

Financial Condition

General

Our total assets increased $73.2 million, or 21.7%, to $410.5 million at December 31, 2007 from $337.2
million at December 31, 2006. This increase was mainly due to the Merger in March 2007.

Loan Portfolio

Total loans, excluding loans held for sale, increased $68.9 million, or 28.3%, to $312.2 million at
December 31, 2007 from $243.3 million at December 31, 2006. This increase was mainly due to the
Merger.

The following table summarizes our loan portfolio by category and amount at December 31, 2007 and
2006. The loan categories correspond to our general classifications. The table does not include loans
held for sale.

At December 31,
2007 2006
Commercial loans $195,233,000 $167,581,000
Residential mortgage toans 61,791,000 27,684,000
Consumer loans 55,186,000 48.018,000
Total loans $312.210,000 $243,283,000

Loans Held for Sale

Loans held for sale decreased $1,580,000, or 97.7%, to $38,000 as of December 31, 2007 compared to
$1,618,000 as of December 31, 2006. This decrease was the result of the SLM Corporation’s (formerly
known as Sallie Mae) plan to self fund these student loans. We expect to discontinue funding these loans
during 2008.

Non-Performing Loans

Loans, including loans past due 90 days or more and still accruing interest, are considered to be non-
performing if they are on a non-accrual basis or terms have been renegotiated to provide a reduction or
deferral of interest or principal because of a weakening in the financial condition of the borrowers. A
loan that is past due 90 days or more and still accruing interest remains on accrual status only where it is
both adequately secured as to principal and interest and is in the process of collection.




At December 31, 2007 and 2006, loans past due 90 days or more and still accruing interest were
$2,644,000 and $178,000, respectively. Total non-accruing loans were $4,538,000 and $268,000 at
December 31, 2007 and 2006, respectively.

The tabie below recaps loans accruing but past due 90 days or more, non-accrual loans, OREQ (Other
Real Estate Owned), and repossessed personal property as of December 31, 2007 and 2006.

At December 31,
2007 2006
Loans accruing, but past due 90 days or more - $2,644,000 $178,000
Non-accrual loans 4,538,000 268,000
Total non-performing loans 7,182,000 446,000
OREOQ and repossessed personal property - -
Total non-performing assets $7,182,000 $446,000
Non-performing loans/Total loans (1) 2.30% 0.18%
Non-performing assets/Total assets 1.75% 0.13%

Allowance for loan losses/Total non-performing loans 40.25% 394 62%

(1) Includes loans held for sale.

Potential Problem Loans

In addition to non-accrual loans and loans past due 90 days or more and still accruing interest, we
maintain a “watch list” of loans where management has identified problems which potentially could cause
such loans to be placed on non-accrual status in future periods. Loans on the watch list are subject to
heightened scrutiny and more frequent review by management. At December 31, 2007, there were five
such loans totaling $600,000. Management believes that they have provided an adequate allowance for
such loans and are aggressively pursuing collection from the borrowers.

Allowance for Loan Losses

We determine the level of allowance for loan losses based on a number of factors. In order to determine
the amount of the provision for loan losses, we conduct a quarterly review of the loan portfolio to
evaluate overall credit quality. This evaluation consists of an analysis of individual loans and overall risk
characteristics and size of the different loan portfolios, and takes into consideration current economic and
market conditions, changes in non-performing loans, the capability of specific borrowers to repay specific
loan obligations and current loan collateral values. We also consider past estimates of possible loan
losses and actual losses incurred. As adjustments become identified, they are reported in eamings for the
period in which they become known. During the fourth quarter of 2007, the Company increased the
allowance for loan losses due mainly to management’s determination that nine of its loan customers had
deteriorated in financial condition and warranted an increase in risk to the Company.

The following schedule sets forth the allocation of the allowance for loan losses among various
categories. The allocation is based upon historical experience. The entire allowance for loan losses is
available to absorb future loan lossés in any loan category. This schedule includes any provision for loan
losses associated with loans held for sale.
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At December 31,

2007

% of Loans in

% of Loans in

Each Category Each Category
Amount to Total Loans Amount to Total Loans
Allocation of allowance
for loan losses:
Commercial loans $2,596,000 62% £1,570,000 69%
Consumer loans 18 120,000 20
Residential mortgage loans 20 70,000 11
Total $2,891,000 100% $1,760,000 100%
Summary of Charge-Off Experience
The following table summarizes the activity in our allowance for loan losses and our charge-off
experience for 2007 and 2006:
Year Ended December 31,
2007 2006
Balance at beginning of period $1,760,000 $1,154,000
Charge-offs:
Commercial loans (242,000) -
Consumer loans (58,000) (1,000)
Residential mortgage loans - -
(300,000) (1,000
Recoveries:
Commercial loans 1,000 1,000
Consumer loans 3,000 1,000
Residential mortgage loans 8,000 -
12,000 2,000
Net recoveries (charge-offs) (288,000) 1,000
Provision for loan loss 401,000 605,000
Allowance for credit losses in acquired bank 1,018,000 -
Balance at end of period $2,891,000 $1,760,000
Average loans outstanding (1) $302,834,000 $254,693,000
Net charge-offs as a percentage of average loans 0.10% 0.00%

(1) Includes loans held for sale and non-accruing loans
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Investment Securities Portfolio

The following table presents the amortized cost and approximate market values at December 31, 2007 and
2006, for each major category of our investment securities:

At December 31,
2007 2007 2006 2006
Amortized Estimated Amortized Estimated
Cost Fair Value Cost Fair Value
Investment Securities Available-for-Sale
U.S. Government agencies
and corporations $29,267,000 $29,257,000 $30,263,000 $29,559,000
Municipalities 7,324,000 7,310,000 4,507,000 4,398,000
Mortgage-backed securities 11,563,000 11,528,000 13,856,000 13,569,000
Total investment securities
Available-for-Sale $48,154,000 $48,095,000 $48,626,000 $47,526,000
Investment Securities Held-to-Maturity
U.S. Government agencies
and corporations $ 100,000 $ 100,000 $ 25,000 $ 25,000
Municipalities - - 875,000 875,000
Mortgage-backed securities 6,754,000 6,697,000 8,392,000 8,187,000
Total investment securities
Held-to-Maturity $ 6,854,000 $ 6,797,000 $ 9,292,000 $ 9,087,000

The following table presents the maturity distribution and weighted average yield of the investment
securities portfolio of the Company as of December 31, 2007 and 2006. Mortgage-backed securities
principal repayment provisions are shown based on contractual maturity. Weighted average yields on
tax-exempt obligations have been computed on a taxable equivalent basis.

At December 31, 2007
After 1 Year After 5 Years
Within 1 Year Through 5 Years Through 10 Years After 10 Years Total
Amount Yield Amount Yield Amount Yield Amount Yield Amount Yield

{Dollars in thousands)
Investment Securities
Available-for-Sale at amortized cost:
U.S. Government agencies and
corporations $ 4900 3.18% $23,367 4.17% $ 1,000 6.15% $ - - $29,267 4.07%
Municipalities - - - - 1,271 5.03% 6,053 6.40% 7,324 6.18%
Mortgage-backed securities 237 4.20% 2444 426% 957 4.05% 7,925 4.59% 11,563 447%

Total securities available-for-sale  $ 5,137 3.23% 325811 4.18% $ 3,228 5.09% $13,978 5.37% $48,154 4.49%

Held-to-Maturity at amortized cost:
U.S. Government agencies and

corporations $ 100 100% % - - - -3 - - § 1001.00%
Monigage-backed securities 300 3.83% 2,777  4.03% 870 391% 2,807 4.36% 6,754 4.15%
Total securities held-to-maturity $ 400 3.13%  $2,777 4.03% § B70 3.91% §$2,807 4.36% 3 6,854 4.10%




At December 31, 2006
After 1 Year After 5 Years
Within 1 Year Through 5 Years Through 10 Years After 10 Years Total
Amount Yield Amount Yield Amount Yield Amount Yield Amount Yield
{Dollars in thousands)

Investment Securities

Available-for-Sale at amortized cost:
U.S. Government agencies and

corporations $ 1,000 2.74% $25513 394% $ 3,750
Municipalities - - - - 1,27

532% % -
4.50%

- $30,263 4.07%
3,236 5.52% 4,507 523%

Mortgage-backed securities - -
$ 1,000 2.74%

3298 4.17% 1,211
$28.811 3.97% § 6,232

3.97% 9,347 4.51% 13,856 4.38%
4.89% $12,583 4.77% $48,626 4.27%

Total securities available-for-sale

Held-to-Maturity at amortized cost:
U.S. Government agencies and

corporations $ 25 1.00% § - -3 - -3 - -$ 25 1.00%
Municipalities 875 2.96% - - - - - - 875 2.96%
Mortgage-backed securities - - 3,668 3.94% 1,115 3.88% 3,609 4.05% 8,392 3.98%
Total securities held-to-maturity $ 900 291% $3,668 3.94% $ 1,115  3.88% §3,609 4.05% § 9,292 3.88%

Investments consist of mortgage-backed securities, U.S. Government agency securities and tax-free
municipal securitics. We use the investment portfolio to provide adequate liquidity to the Company, to
assist in managing interest rate risk and to provide a reasonable rate of return.

Deposits

Total deposits increased $53.7 million, or 18.2%, to $349.0 million at December 31, 2007 from $295.3
million at December 31, 2006. This increase was a direct result of the Merger. Noninterest-bearing
demand deposits decreased $1.8 million, or 4.6%, to $37.2 million at December 31, 2007 from $39.0
million at December 31, 2006. MMDA and NOW accounts increased $10.6 million, or 21.8%, to $59.2
million at December 31, 2007 from $48.6 million at December 31, 2006. Savings deposits increased
$18.6 million, or 68.4%, to $45.8 million at December 31, 2007 from $27.2 million at December 31,
2006. Time deposits under $100,000 increased $21.3 million, or 14.5%, to $167.6 million at December
31, 2007 from $146.3 million at December 31, 2006. Jumbo time deposits increased $5.0 million, or
14.5%, to $39.2 million at December 31, 2007 from $34.2 million at December 31, 2006.

The following table represents categories of our deposits at December 31, 2007 and 2006:

At December 31,
2007 2006
Amount Y% Amount %
Noninterest-bearing demand deposits $ 37,246,000 10.7% $ 39,021,000 13.2%
Interest-bearing demand deposits 59,207,000 17.0 48,593,000 16.5
Savings deposits 45,791,000 13.1 27,195,000 9.2
Time deposits, under $100,000 167,563,000 48.0 146,284,000 49.5
Time deposits, $100,000 or more 39,151,000 11.2 34,197,000 11.6
Totat Deposits $348,958,000 100.0% $295,290,000 100.0%

The following table describes the maturity of time deposits of $100,000 or more at the dates indicated:

At December 31,
2007 2006
3 months or less $28,711,000 $26,351,000
Over 3 months through 6 months 5,420,000 2,057,000
Over 6 months through 12 months 2,525,000 4,033,000
Over | year 2,495,000 1,756,000
Total $39,151,000 $34,197,000
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The following tables detail the average deposit amount, the average interest rate paid and the percentage
of each category to total deposits for the years ended December 31, 2007 and 2006:

Year Ended December 31, 2007

Daily Average Average Percent
Balance Rate Of Total
NOW & money market savings deposits $60,776,000 2.1% 16.9%
Regular savings deposits 38,429,000 2.6 10.7
Time deposits 219,735,000 48 61.0
Total interest-bearing deposits 318,940,000 23.6
Noninterest-bearing demand deposits 41,166,000 11.4
Total deposits ' $360,106,000 100.0%
Year Ended December 31, 2006
Daily Average Average Percent
Balance Rate Of Total
NOW & money market savings deposits $52,753,000 2.4% 17.6%
Regular savings deposits 26,758,000 2.5 9.0
Time deposits 185,903,000 43 62.1
Total interest-bearing deposits 265,414,000 88.7
Noninterest-bearing demand deposits 33,928,000 11.3
Total deposits $299,342,000 100.0%

Borrowings

At December 31, 2007 and 2006, the Company had advances from the FHLB totaling $10.5 million and
$5.9 million, respectively. This increase in advances was a result of management’s decision to manage
the net interest margin with less reliance on higher yielding time deposits in 2007. The advances, as of
December 31, 2007, have maturities of less than two years and rates ranging from 3.61% to 4.06%.
These advances require the Company to pledge certain securities (512,075,000 at December 31, 2007) in
our investment portfolio to the FHLB and these advances cannot be prepaid without penalty.

On May 1, 2007, Sterling Banks Capital Trust I, a Delaware statutory business trust and a wholly-owned
subsidiary of the Company (the “Trust”), issued $6.2 million of variable rate capital trust pass-through
securities to investors. The variable interest rate re-prices quarterly after five years at the three month
LIBOR plus 1.70% and was 6.744% as of December 31, 2007. The Trust purchased $6.2 million of
variable rate junior subordinated deferrable interest debentures from the Company. The debentures are
the sole asset of the Trust. The termns of the junior subordinated debentures are the same as the terms of
the capital securities. The Company has also fully and unconditionally guaranteed the obligations of the
Trust under the capital securities. The capital securities are redeemable by the Company on or after May
1, 2012 at par or earlier if the deduction of related interest for federal income taxes is prohibited,
classification as Tier I Capital is no longer allowed, or certain other contingencies arise. The capital
securities must be redeemed upon final maturity of the subordinated debentures on May 1, 2037.
Proceeds of approximately $4.5 million were contributed to paid-in capital of the Bank. The remaining
$1.5 million was retained at the Company for future use.

Return on Equity and Assets

At December 31,
2007 2006
Return (Loss) on average assets {0.12)% 0.21%
Return (Loss) on average equity (1.22)% 2.14%
Dividend payout ratic N/M 80.00%
Average equity to average assets ratio 10.12% 9.93%

N/M = Not meaningful
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Liquidity and Capital Resources

Liquidity represents an institution’s ability to generate cash or otherwise obtain funds at reasonable rates
to satisfy commitments to borrowers and demands of depositors. Our primary sources of funds are
deposits, proceeds from principal and interest payments on loans and investments, sales of investment
securities available-for-sale and borrowings. While maturities and scheduled amortization of loans and
investments are a predictable source of funds, deposit flows, loan prepayments and mortgage-backed
securities prepayments are influenced by interest rates, economic conditions, and competition.
Competition for deposits may require banks to increase the rates payable on deposits or expand their
branch networks to adequately grow deposits in the future.

We monitor our liquidity position on a daily basis. We use overnight federal funds and interest- bearing
deposits in other banks to absorb daily excess liquidity. Conversely, overnight federal funds may be
purchased to satisfy daily liquidity needs. Federal funds are sold or purchased overnight through
correspondent banks, one of which diversifies the holdings to an approved group of banks throughout the
country. At December 31, 2007, the Company had an aggregate availability of $106.7 million in secured
and unsecured overnight lines of credit from its correspondent banks for the purchasing of federal funds.

As of December 31, 2007, the Bank met all capital adequacy requirements and we believe we are “well
capitalized” under the regulatory framework for prompt corrective action. To be categorized as “well
capitalized,” the Bank must maintain minimum leverage, Tier I and total capital ratios as set forth in the
following table.

Our actual capital ratios are presented in the following table:

Actual at Actual at
“Well Capitalized” December 31, 2007 December 31, 2006
Leverage ratio 5.00% 8.28% 106.39%
Tier I capital to risk-weighted assets 6.00% 10.21% 13.09%
Total capital to risk-weighted assets 10.00% 11.13% 13.77%

(1) Tier | capital to quarterly average of total assets.
Off-Balance Sheet Arrangements

The Company is a party to financial instruments with off-balance sheet risk in the normal course of
business to meet the financing needs of its customers. These financial instruments include commitments
to extend credit, including unused portions of lines of credit, and standby letters of credit. As of
December 31, 2007 and 2006, commitments to extend credit and unused lines of credit amounted to
approximately $57,624,000 and $56,131,000, respectively, and standby letters of credit were
approximately $5,161,000 and $5,720,000, respectively. These instruments involve, to varying degrees,
elements of credit risk in excess of the amount recognized in the statements of financial condition.

The Company has also entered into long-term lease obligations for some of its premises and equipment,
the terms of which generally include options to renew. These instruments involve, to varying degrees,
elements of off-balance sheet risk in excess of the amount recognized in the statements of financial
condition. At December 31, 2007, the required future minimum rental payments under these leases are as
follows:
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Years Ending December 31,

2008 b 641,000
2009 581,000
2010 593,000
2011 609,000
2012 604,000
Thereafter 4,554,000
b3 7,582,000

The off-balance sheet arrangements discussed above did not and are not reasonably likely to have a
material impact on the Company’s Bank's Financial Statements.

Asset and Liability Management

Important to the concept of liquidity is the management of interest-earning assets and interest-bearing
liabilities. An interest ratc sensitive asset or liability is one that, within a defined time period, either
matures of experiences an interest rate change in line with general market rates. Interest rate sensitivity
measures the relative volatility of a bank’s interest margin resulting from changes in market interest rates.
Through asset and liability management, we seck to position ourselves to contend with changing interest
rates.

The following table summarizes repricing intervals for interest-earning assets and interest-bearing
liabilities as of December 31, 2007, and the difference or *gap” between them on an actual and
cumulative basis for the periods indicated. A gap is considered positive when the amount of interest rate
sensitive assets exceeds the amount of interest rate sensitive liabilities. During a period of falling interest
rates, a positive gap would tend to adversely affect net interest income, while a negative gap would tend
to result in an increase in net interest income. During a period of rising interest rates, a positive gap
would tend to result in an increase in net interest income while a negative gap would tend to affect net
interest income adversely. Items presented in this table are categorized as to remaining maturity or next
repricing date.
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Interest-Earning Assets:

Loans (1)

Investment securities:
Held-to-maturity
Available-for-sale
Restricted stock
Federal funds sold
Due from banks

Total interest-earning
assets

Interest-Bearing Liabilities:

Savings deposits

NOW and MMDA

deposits

Time deposits

Borrowings
Total interest-bearing liabilities
Intetest rate sensitive gap

Cumulative interest rate
sensitive gap

Cumulative gap/Total assets

(1} Includes loans held for sale.

At December 31, 2007

Over 3 Over 1 Over 3 Over 5
months year years years
3 months  through 1 through3  through5  through 15 Over
or less year years years years 15 years Total
(In thousands)
$ 86,763 $ 39,760 $ 41,953 527,496 $33,320 $78,770  $308,062
265 1,588 2,694 1,437 870 - 6,854
305 6,748 25,029 5,490 10,545 37 48,154
2,229 - - - - - 2,229
234 - - - - - 234
69 - - - - - 69
3 89,865 548096 §69676 $34423  $44735 78807 $365.602
3 45791 5 - 5 - s - 5 - s - $45,791
59,207 - - - - - 59,207
84,671 100,410 20,734 899 - - 206,714
9,500 - 1,000 6,186 - - 16,686
£.190.160 5100419 § 21734 5 .7085 3 = 8 - 5328398
$(109.304) $(52314) § 47942  $27,338 §44735  $28.807 537204
§(109.304) $(161.618) $(113,676)  §(86,338) §(41,603)  $37,204
—(266%) __(394%) __(27.7%) _(21.0%) _{10.1%) _3.1%

The method used to analyze interest rate sensitivity in the table above has a number of limitations.
Certain assets and liabilities may react differently to changes in interest rates even though they reprice or
mature in the same or similar time periods. The interest rates on certain assets and liabilities may change
at different times than changes in market interest rates, with some changing in advance of changes in
market rates and some lagging behind changes in market rates. Also, certain assets {(e.g., adjustable rate
loans) often have provisions that limit changes in interest rates each time the interest rate changes and on
a cumulative basis over the life of the loan. Additionally, the actual prepayments and withdrawals in the
event of a change in interest rates may differ significantly from those assumed in the calculations shown
in the table. Finally, the ability of borrowers to service their debt may decrease in the event of an interest

rate increase,
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McGladrey & Pullen

Certified Public Accountants

Report of Independent Registered Public Accounting Firm

Sharcholders and Directors.
Sterling Banks, Inc.
Mount Laurel, New Jersey

We have audited the consolidated balance sheets of Sterling Banks, Inc. and Subsidiary as of December
31, 2007 and 2006, and the related consolidated statements of operations, sharcholders’ equity, and cash
flows for each of the two years in the period ending December 31, 2007 and 2006. These financial
statements are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those stanidards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Sterling Banks, Inc. and Subsidiary as of December 31, 2007 and 2006,
and the results of their operations and their cash flows for each of the two years in the penod ending
December 31, 2007 and 2006, in conformity with U.S. generally accepted accounting principles.

We are not engaged to examine management’s assertion about the effectiveness of Sterling Banks, Inc.
and Subsidiary’s internal control over financial reporting as of December 31, 2007 included in the

accompanying Management’s Report on Internal Control over Financial Reporting and, accordingly, we
do not express an opinion thereon.

%M / /M%/ LeP

Blue Bell, Pennsylvania
March 25, 2008
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Sterling Banks, Inc.

Consolidated Balance Sheets
December 31, 2007 and 2006

Assets 2007 2006
Cash and cash due from banks $ 11,554,000 $ 16,064,000
Federal funds sold 234,000 6,378,000
Cash and cash equivalents 11,788,000 22,942,000
Investment securities held-to-maturity, at cost {fair value of $6,797,000
and $9,087,000 at December 31, 2007 and 2006, respectively) 6,854,000 9,292,000
[nvestment securities available-for-sale, at fair value 48,095,000 47,526,000
Total investment securities 54,949,000 56,818,000
Restricted stock, at cost 2,229,000 1,436,000
Loans held for sale 38,000 1,618,000
Loans 312,210,000 243,283,000
Less: allowance for loan losses (2,891,000) (1,760,000)
Net loans 309,319,000 241,523,000
Goodwill and core deposit intangible asset, net 14,924,000 -
Bank premises and equipment, net 9,751,000 6,922,000
Accrued interest receivable and other assets 7,487,000 5,989,000

Total assets
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Sterling Banks, Inc.

Consolidated Balance Sheets
December 31, 2007 and 2006

Liabilities and Shareholders' Equjty__ 2007 2006
Liabilities
Deposits:
Noninterest-bearing $ 37,246,000 $ 39,021,000
Interest-bearing 311,712,000 256,269,000
Total deposits 348,958,000 295,290,000
Federal Home Loan Bank advances 10,500,000 5,885,000
Subordinated debentures 6,186,000 -
Accrued interest payable and other accrued liabilities 1,533,000 1,305,000
Total liabilities 367,177,000 302,480,000
Commitments and Contingencies (Notes 8, 9 and 16)
Shareholders' Equity
Common stock,
$2 par value, 15,000,000 shares authorized, 5,843,362 and 4,783,568 shares
issued and outstanding at December 31, 2007 and 2006, respectively 11,687,000 9,567,000
Additional paid-in capital 29,708,000 22,930,000
Retained earnings 1,949,000 2,931,000
Accumulated other comprehensive loss {36,000} {660,000}
Total shareholders' cquity 43,308,000 34,768,000
Total liabilities and shareholders’ equity $ 410,485,000 $ 337,248,000

See Notes to Consolidated Financial Statements.
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Sterling Banks, Inc.

Consolidated Statements of Operations
Years Ended December 31, 2007 and 2006

2007 2006
Interest and dividend income
Interest and fees on loans $22,802,000 $19,430,000
Interest and dividends on securities 2,374,000 2,410,000
Interest on due from banks 173,000 289,000
Interest on Federal funds sold 485,000 417,000
Total interest and dividend income 25,834,000 22,546,000
Interest expense
Interest on deposits 12,832,000 9,935,000
Interest on Federal Home Loan Bank advances and overnight borrowings 93,000 417,000
Interest on subordinated debentures 278,000 -
Total interest expense 13,203,000 10,352,000
Net interest income 12,631,000 12,194,000
Provision for loan losses 401,000 605,000
Net interest income after provision for loan losses 12,230,000 11,589,000
Noninterest income
Service charges 280,000 249,000
Miscellaneous fees and other 638,000 402,000
Total noninterest income 918,000 651,000
Noninterest expenses
Compensation and benefits 7,235,000 6,212,000
Occupancy, equipment and data processing 3,470,000 2,873,000
Marketing and business development 741,000 605,000
Professional services 850,000 486,000
Amortization of core deposit intangible asset 275,000 -
Other operating expenses 1,351,000 874,000
Total noninterest expenses 13,922,000 11,050,000
Income (Loss) before income tax expense (774,000) 1,190,000
Income tax expense (benefit) (269,000) 452,000
Net income (loss) $ (505,000} $ 738,000
Net income (loss) per common share:
Basic $ (0.09) p 3 0.15
Diluted $ (0.09) 5 0.14
Weighted average shares outstanding:
Basic 5,676,000 5,011,000
Diluted 5,676,000 5,107,000

See Notes to Consolidated Financial Statements.

F-19




Sterling Banks, Inc.

Consolidated Statements of Shareholders' Equity

Years Ended December 31, 2007 and 2006

December 31, 2005

Comprehensive income:

Net income

Change in net unrealized loss on
securities available-for-sale, nat of
reclassification adjustment anil tax
effects

Total comprehensive income
Cash dividends paid ($0.12 per share)
5% common stock dividend

Stock compensation

Net proceeds from issuance of common
stock

December 31, 2006

Comprehensive income:

Net loss

Change in net unrealized loss on
securities available-for-sale, net of
reclassification adjustment and tax
effects

Total comprehensive income

Cash dividends paid ($0.09 per share)

Common stock split effected in the form
of a 5% common stock dividend

Stock compensation

Net proceeds from issuance of commeon
stock

Acquisition of Farnsworth Bancom, Inc.

December 31, 2007

Accumulated
Additional Other Total
Common Stock Paid-In Retained Comprehensive Shareholders'
Shares Amount Capital Earnings Income (Loss) Equity
4,536,452 $9,073,000  $23,263.000 $2,746,000 $(834,000) $34,248,000
- - - 738,000 - 738,000
- - - - 174,000 174,600
912,000
- - - (553,000) - (553,000)
227,181 454,000 {454,000) - . -
- - 12,000 - - 12,000
19,935 40,000 109,000 - - 145,000
: 4,783,568 9,567,000 22,930,000 2,931,000 (660,000} 34,768,000
- - - (505,000) - (505,000)
. . . . 624,000 624,000
115,000
- - - (477,000) - (477,000)
277,863 556,000 {558,000) - - (2,000}
- - 26,000 - - 26,000
13,493 27,000 64,000 - - 91,000
768,438 1,537,000 7,246,000 - - 8,783,000
5,843,362 $11,687,000  $29,708,000 $1,949,000 § (36,000)  $ 43,308,000

See Notes to Conselidated Financial Statements.
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Sterling Banks, Inc.

Consolidated Statements of Cash Flows
Years Ended December 31, 2007 and 2006

2007 2006
Cash Flows From Operating Activities
Net income (loss) $ (5050000 % 738,000
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization of premises and equipment 1,020,000 913,000
Provision for loan losses 401,000 605,000
Net amortization of purchase premiums and discounts on securities 49,000 87,000
Net amortization of core deposit intangible 275,000 -
Stock compensation 26,000 12,000
Realized gain on sales of securities available-for-sale (5,000) -
Realized {(gain) loss on sales of equipment (6,000) 30,000
Deferred income tax benefit (269,000) (386,000)
Proceeds from sale of loans held for sale 5,500,000 204,479,000
Originations of loans held for sale {3,920,000) (165,376,000)
Changes in operating assets and liabilities:
Increase in accrued interest receivable and other assets (199,000) (730,000)
Increase (decrease) in accrued interest payable and other accrued liabilities {2,260,000) 289,000
Net cash provided by operating activities 107,000 40,661,000
Cash Flows From Investing Activities
Purchases of securities available-for-sale (4,595,000) (7,886,000)
Purchases of securities held-to-maturity (75,000) (875,000)
Proceeds from sales of securities available-for-sale 20,416,000 -
Proceeds from maturities of securities available-for-sale 3,000,000 2,000,000
Proceeds from maturities of securities held-to-maturity 875,000 -
Proceeds from principal payments on mortgage-backed securities available-for-sale 2,409,000 3,084,000
Proceeds from principal payments on mortgage-backed securities held-to-maturity 1,620,000 2,357,000
Purchases of restricted stock (2,308,000) -
Proceeds from sale of restricted stock 1,515,000 440,000
Net (increase) decrease in loans 6,505,000 (17,944,000)
Proceeds from sales of equipment 29,000 85,000
Purchases of premises and equipment (1,701,000) (1,867,000}
Cash acquired in acquisition, net of cash paid 3,096,000 -
Net cash provided by (used in) investing activities 30,786,000 (20,606,000)
Cash Flows From Financing Activities
Net proceeds from issuance of common stock 91,000 149,000
Dividends paid (477,000} (553,000)
Net decrease in deposits (52,054,000} (5,121,000)
Proceeds from issuance of subordinated debentures 6,186,000 -
Proceeds from Federal Home Loan Bank Advances 10,500,000 -
Repayment of Federal Home Loan Bank Advances {(6,293,000) (9,756,000)
Net cash used in financing activities (42,047,000} (15,281,000)
Increase (Decrease) in cash and cash equivalents (11,154,000) 4,774,000
Cash and Cash Equivalents, beginning 22,942 000 18,168,000
Cash and Cash Equivalents, ending $ 11,788,000 $ 22,942,000
Supplemental Disclosure of Cash Flow Information:
Cash paid during the year for:
Interest on deposits and borrowed funds $ 13,311,000 $ 10,272,000
Income taxes $ 175,000 $ 685,000

See Notes to Consolidated Financial Statements.
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NOTES TO FINANCIAL STATEMENTS

Note 1. Description of Business and Summary of Significant Accounting Policies

Description of Business: Sterling Banks, Inc. is a bank holding company headquartered in Mount Laurel,
NJ. Through its subsidiary, Sterling Banks, Inc. provides individuals, businesses and institutions with
commercial and retail banking services, principally in loans and deposits. Sterling Banks, Inc. was
incorporated under the laws of the State of New Jersey on February 28, 2006 for the sole purpose of
becoming the holding company of Sterling Bank (the “Bank”).

The Bank is a commercial bank, which was incorporated on September 1, 1989, and commenced opera-
tions on December 7, 1990. The Bank is chartered by the New Jersey Department of Banking and
Insurance and is a member of the Federal Reserve System and the Federal Deposit Insurance Corporation.
The Bank maintains its principal office at 3100 Route 38 in Mount Laurel, New Jersey and has ten other
full service branches. The Bank’s primary deposit products are checking, savings and term certificate
accounts, and its primary loan products are consumer, residential mortgage and commercial loans.

The accounting and financial reporting policies of the Sterling Banks, Inc. and Subsidiary (the
“Company”) conform to accounting principles generally accepted in the United States of America and to
general practices within the banking industry. The policies that materially affect the determination of
financial position, results of operations and cash flows are summarized below.

Financial Statements: The financial statements include the accounts of Sterling Banks, Inc. and its
wholly-owned subsidiary, Sterling Bank. Sterling Banks Capital Trust I is a wholly-owned subsidiary
but, in accordance with Financial Accounting Interpretation No. 46, Consolidation of Variable Interest
Entities, is not consolidated because it does not meet the requirements. All significant inter-company
balances and transactions have been eliminated.

Investment Securities: Investment securities are classified under one of the following categories at the
date of purchase: “Held-to-Maturity” and accounted for at historical cost, adjusted for accretion of
discounts and amortization of premiums; “Available-for-Sale” and accounted for at fair value, with
unrealized gains and losses reported as a separate component of shareholders’ equity; or “Trading” and
accounted for at fair value, with unrealized gains and losses reported as a component of net income.
Classification is reassessed at each balance sheet date. The Company has not held and does not intend to
hold trading securities.

At December 31, 2007 and 2006, the Company has identified investment securities that will be held for
indefinite periods of time, including securities that will be used as part of the Company’s asset/liability
management strategy and that may be sold in response to changes in interest rates, prepayments and
similar factors. These securities are classified as “available-for-sale” and are carried at fair value, with
any unrealized gains or temporary losses reported as a separate component of other comprehensive
income, net of the related income tax effect.

Also, at December 31, 2007 and 2006, the Company reported investments in securities, which were
carried at cost, adjusted for amortization of premiums and accretion of discounts. The Company has the
intent and ability to hold these investment securities to maturity considering all reasonably foreseeable
events or conditions. These securities are classified as “held-to-maturity.”
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NOTES TO FINANCIAL STATEMENTS

Note 1. Description of Business and Summary of Significant Accounting Policies (Continued)

Declines in the fair value of individual securities below their cost that are other than temporary result in
write-downs of the individual securities to their fair value, and are included in noninterest income in the
statements of operations. Factors affecting the determination of whether an other-than-temporary
impairment has occurred include a downgrading of the security by a rating agency, a significant
deterioration in the financial condition of the issuer, or that the Company would not have the intent and
ability to hold a security for a period of time sufficient to allow for any anticipated recovery in fair value.

The amortization of premiums and accretion of discounts, computed by using the interest method over
their contractual lives, are recognized in interest income. Gains and losses on the sale of such securities
are accounted for on the specific identification basis.

Restricted Stock: Restricted stock includes investments in the common stocks of the Federal Reserve
Bank of Philadelphia, the Federal Home Loan Bank of New York, and the Atlantic Central Bankers Bank,
for which no markets exists and, accordingly, are carried at cost.

Loans: The Company originates residential mortgage, commercial and consumer loans to customers
located principally in Burlington County and Camden County in southern New Jersey. The ability of the
Company’s debtors to honor their contracts is dependent upon general economic conditions in this area,
inciuding the real estate market, employment conditions and the interest rate market.

Loans that management has the intent and ability to hold for the foreseeable future or until maturity or
pay-off generally are reported at their outstanding unpaid principal balances adjusted for charge-offs, the
allowance for loan losses, and any deferred fees or costs on originated loans. Interest income is accrued
on the unpaid principal balance. Loan origination fees, net of certain direct origination costs, are deferred
and recognized as an adjustment to the related loan yield using the interest method.

A loan is considered to be delinquent when payments have not been made according to contractual terms,
typically evidenced by nonpayment of a monthly installment by the due date. The accrual of interest on
residential mortgage and commercial loans is discontinued at the time the loan is 90 days delinquent
unless the credit is well-secured and in process of collection. Consumer and other personal loans are
typically charged off no later than 180 days past due. In all cases, loans are placed on nonaccrual status
or charged-off at an earlier date if collection of principal or interest is considered doubtful.

Interest accrued but not collected for loans that are placed on nonaccrual status or charged off is reversed
against interest income. The interest on these loans is accounted for on the cash-basis or cost-recovery
method, until qualifying for return to accrual. Loans are returned to accrual status when all the principal
and interest amounts contractually due are brought current and future payments are reasonably assured.

Allowance for Loan Losses: The allowance for loan losses is established as losses are estimated to have
occurred through a provision for loan losses charged to eamings. Loan losses are charged against the
allowance when management believes the uncollectibility of a loan balance is confirmed. Subsequent
recoveries, if any, are credited to the allowance. The allowance is an amount that management believes
will be adequate to absorb estimated losses relating to specifically identified loans, as well as probable
credit losses in the balance of the loan portfolio, based on an evaluation of the collectibility of existing
loans and prior loss experience.




NOTES TO FINANCIAL STATEMENTS

Note 1. Description of Business and Summary of Significant Accounting Policies (Continued)

The allowance for loan losses is evaluated on a regular basis by management and is based upon
management’s periodic review of the collectibility of loans in light of changes in the nature and volume
of the loan portfolio, overall portfolio quality and historical experience, review of specific problem loans,
adverse situations which may affect borrowers’ ability to repay, estimated value of any underlying
collateral, prevailing economic conditions, and other factors which may warrant current recognition.
Such periodic assessments may, in management’s judgment, require the Bank to recognize additions or
reductions to the allowance.

Various regulatory agencies periodically review the adequacy of the Company’s allowance for loan losses
as an integral part of their examination process. Such agencies may require the Company to recognize
additions or reductions to the allowance based on their judgments of information available to them at the
time of their examination. This evaluation is inherently subjective, as it requires estimates that are
susceptible to significant revision as more information becomes available.

A loan is considered impaired when, based on current information and events, it is probable that the
Company will be unable to collect the scheduled payments of principal or interest when due according to
the contractual terms of the loan agreement. Loans that experience insignificant payment delays and
payment shortfalls generally are not classified as impaired. Management determines the significance of
payment delays and payment shortfalls on a case-by-case basis, taking into consideration all of the
circumstances surrounding the loan and the borrower, including the length of the delay, the reasons for
the delay, the borrower’s prior payment record, and the amount of the shortfall in relation to the principal
and interest owed. Impairment is measured on a loan by loan basis for commercial and construction loans
by either the present value of expected future cash flows discounted at the loan’s effective rate, the loan’s
obtainable market price or the fair value of the collateral if the loan is collateral dependent.

Large groups of smaller balance homogencous loans are collectively evaluated for impairment.
Accordingly, the Company does not separately identify individual residential mortgage and consumer
loans for impairment disclosures.

Loans Held for Sale: Loans held for sale consist of student loans generated from an agreement the
Company has with SLM Corporation. The Company funds loans made by SLM to students for a period
of 30 to 45 days. SLM is contractually obligated to purchase the loans at face value, plus accrued interest,
within 45 days. Loans held for sale are recorded at the lower of aggregate cost or estimated fair value.
Interest income is accrued on the unpaid principal balance.

Concentration of Credit Risk: Thé Company’s loans are generally to diversified customers in Burlington
County and Camden County, New Jersey. The concentrations of credit by type of loan are set forth in
Note 5. Generally, loans are collateralized by assets of the borrower and are expected to be repaid from
the cash flow or proceeds from the sale of selected assets of the borrower.

Mortgage-backed securitics held by the Company generally consist of certificates that are guaranteed by
an agency of the United States government.

Segment Reporting: The Company operates one reporting segment of business, “community banking.”
Through its community banking segment, the Company provides a broad range of retail and commercial
banking services.
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NOTES TO FINANCIAL STATEMENTS

Note 1. Description of Business and Summary of Significant Accounting Policies (Continued)

Transfers of Financial Assets: Transfers of financial assets are accounted for as sales, when control over
the assets has been surrendered. Control over transferred assets is deemed to be surrendered when (1) the
assets have been isolated from the Company, (2) the transferee obtains the right (free of conditions that
constrain it from taking advantage of that right) to pledge or exchange the transferred assets, and (3) the
Company does not maintain effective control over the transferred assets through an agreement to
repurchase them before their maturity.

Interest Rate Risk: The Company is principally engaged in the business of attracting deposits from the
general public and using these deposits, together with other borrowed funds, to make commercial,
residential mortgage, and consumer loans, and to invest in overnight and term investment securities.
Inherent in such activities is the potential for the Company to assume interest rate risk, which results from
differences in the maturities and repricing characteristics of assets and liabilities. For this reason,
management regularly monitors the level of interest rate risk and the potential impact on net income.

Premises and Equipment: Premises and equipment are stated at cost less accumulated depreciation and
amortization. Depreciation is computed and charged to expense using the straight-line method over the
estimated useful lives of the assets. Leasehold improvements are amortized to expense over the shorter of
the term of the respective lease or the estimated useful life of the improvements.

Impairment of Long-Lived Assets: The Company reviews long-lived assets, including property and
equipment and definite lived intangibles, for impairment whenever events or changes in business
circumstances indicate that the carrying amount of the assets may not be fully recoverable. An
impairment loss would be recognized when estimated undiscounted future cash flows expected to result
from the use of the asset and its eventual disposition is less than its carrying amount. Impairment, if any,
1s assessed vsing discounted cash flows. No impairments have occurred to date.

Goodwill and Other Intangibles Assets: Goodwill, the excess of cost over fair value of net assets acquired
of Farnsworth Bancorp, Inc. (Note 2), amounted to approximately $11.7 million at December 31, 2007.
The Company accounts for goodwill in accordance with Statement of Financial Accounting Standards
No. 142 (“SFAS No. 1427), “Goodwill and Other Intangible Assets”. Goodwill is subject to annual
testing for impairment. The Company tests goodwill for impairment using the two-step process
prescribed by SFAS No. 142. The first step tests for potential impairment, while the second step
measures the amount of impairment, if any. The Company performs the required annual impairment test
during the fourth quarter of each year. Step one of the impairment test in 2007 indicated that goodwill
was not impaired.

Other intangible assets, which consist of core deposit intangibles, totaled approximately $3.2 million at
December 31, 2007. This amount is amortized over its estimated useful life (ten years) and is also subject
to impairment testing.

Income Taxes: Deferred income taxes arise principally from the difference between the income tax basis
of an asset or liability, and its reported amount in the financial statements, at the statutory income tax
rates expected to be in effect when the taxes are actually paid or recovered. Deferred income tax assets
are reduced by a valuation allowance when, based on the weight of evidence available, it is more likely
than not that some portion of the net deferred tax assets may not be realized.
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NOTES TO FINANCIAL STATEMENTS

Note 1. Description of business and summary of significant accounting policies (Continued)

Comprehensive Income: Accounting principles generally require that recognized revenue, expenses,
gains and losses be included in net income. However, certain changes in assets and liabilities, such as
unrealized gains and losses on available-for-sale securities are reported as a separate component of the
equity section of the balance sheet: Such items, along with net income, are components of comprehensive
income.

The components of other comprehensive income (loss) and related tax effects for 2007 and 2006 are as
follows:

2007 2006
Unrealized holding gains on available-for-sale securities 5 1,045,000 3 290,000
Reclassification adjustment for gains realized in income (5,000) -
Net unrealized gains 1,040,000 290,000
Tax effect {416,000) (116,000)
Net-of-tax amount $ 624,000 $ 174,000

Statement of Cash Flows: For the purpose of the statement of cash flows, cash equivalents are defined as
cash and due from banks and other short-term investments with an original maturity, when purchased, of
ninety days or less. For the purposes of the statement of cash flows, the change in loans and deposits are
shown on a net basis.

Eamings Per Common Share: Basic earnings per common share are computed by dividing net income by
the weighted average number of common shares outstanding during the year. Diluted eamings per
common share consider common share equivalents {(when dilutive) outstanding during each year. Certain
options to purchase common stock were excluded from the 2007 computation because of the net loss
incurred and the 2006 computation because the exercise prices of such options were greater than the
average market price of the Company’s common stock during the period. The Company uses the treasury
stock method in calculating diluted earnings per common share. Both basic and diluted earnings per
share computations give retroactive effect to stock splits or dividends declared. Earnings per common
share have been computed based on the following for the years ended December 31, 2007 and 2006:

2007 2006
Net income (loss) $ (505,000) b3 738,000
Average number of common shares outstanding 5,676,000 5,011,000
Effect of dilutive options - 96,000
Average number of common shares outstanding used to
calculate diluted earnings per common share 5,676,000 5,107,000
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NOTES TO FINANCIAL STATEMENTS

Note 1. Description of business and summary of significant accounting policies (Continued)

Stock-Based Employee Compensation: The Company has a stock-based employee compensation plan
which is more fully described in Note 15. Effective January 1, 2006, the Company adopted Financial
Accounting Standards Board (“FASB”) Statement No. 123 Share-Based Payment (Revised 2004)(“SFAS
123R”) utilizing the modified prospective approach. SFAS 123R generally requires that the Company
record compensation expense equal to the fair value of all equity-based compensation over the vesting
period of cach award. Under the modified prospective transition method, the Company is required to
recognize compensation cost for 1) all share-based payments granted prior to, but not vested as of,
January 1, 2006 based on the grant date fair value estimated in accordance with the original provisions of
SFAS 123; and 2) for all share-based payments granted on or after January I, 2006 based on the grant
date fair value estimated in accordance with SFAS 123R. In accordance with the modified prospective
method, the Company did not restate prior period results. The Company uses the Black-Scholes option
pricing model to estimate the fair value of stock-based awards.

Use of Estimates: The preparation of financial statements in accordance with U.S. generally accepted
accounting principles require management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and reported amounts of revenues and expenses during the reporting period. Actual
results could differ from those estimates. The principal estimates that are particularly susceptible to
significant change in the near term relate to the allowance for loan losses, the valuation of goodwill and
other intangible assets, the valuation of deferred tax assets and the fair value disclosures of financial
instruments.

Recent Accounting Pronouncements:

FIN 48 Accounting for Uncertainty in Income Taxes and Related Interpretation Issues

In July 2006, FASB published FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes
and Related Interpretation Issues” (“FIN 48”). FIN 48 prescribes a comprehensive model for how a
company should recognize, measure, present, and disclose in its financial statements uncertain tax
positions that the company has taken or expects to take on a tax return (including a decision whether to
file or not to file a return in a particular jurisdiction). According to the terms of FIN 48, the financials
will reflect expected future tax consequences of such positions presuming the taxing authorities’ full
knowledge of the position and all relevant facts, but without time values. The Company adopted the
provisions of FIN 48 on January 1, 2007. The adoption of FIN 48 did not have a material impact on the
Company. The Company did not recognize interest or penalties related to income tax during the period
ended December 31, 2007 and did not accrue for interest or penalties as of December 31, 2007. The
Company does not have an accrual for uncertain tax positions as of December 31, 2007. Tax returns for
all years 2004 and thereafter are subject to future examination by tax authorities.
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Note 1. Description of business and summary of significant accounting policies (Continued)
Statement No. 157 Fair Value Measurements (*“SFAS No. 157")

In September 2006, the FASB issued SFAS No. 157, which defines fair value, establishes a framework
for measuring fair value and expands disclosures about fair value measurement. SFAS No. 157 also
emphasizes that fair value is a market-based measurement, not an entity-specific measurement, and sets
out a fair value hierarchy with the highest priority being quoted prices in active markets. Under SFAS
No. 157, fair value measurements are disclosed by level within that hierarchy. SFAS No. 157 is effective
for fiscal years beginning after November 15, 2007, except for nonfinancial assets and liabilities that are
recognized or disclosed at fair value in the financial statements on a nonrecurring basis for which delayed
application is permitted until fiscal years beginning after November 15, 2008. The adoption of SFAS No.
157 is not expected to have a material impact on the Company’s financial position, results of operations
or cash flows.

Statement No. 159 The Fair Value Option for Financial Assets and Financial Liabilities (“SFAS No.
1597)

In February 2007, the FASB issued SFAS No. 159, which permits companies to elect to follow fair value
accounting for certain financial assets and liabilities in an effort to mitigate volatility in earnings without
having to apply complex hedge accounting provisions. The standard also establishes presentation and
disclosure requirements designed to facilitate comparison between entities that choose different
measurement attributes for similar types of assets and liabilities. SFAS No. 159 is effective for fiscal
years beginning after November 15, 2007. SFAS No. 159 is not expected to have a material impact on
the Company’s financial position, results of operations or cash flows.

Statement No. 14IR, Business Combinations, and Statement No. 160, Noncontrolling Interests in
Consolidated Financial Statements, an amendment of ARB No. 51

In December 2007, the FASB issued SFAS No. 141R and SFAS No. 160. These new standards
significantly change the accounting for and reporting of business combination transactions and
noncontrolling interests (previously referred to as minority interests) in consolidated financial statements.
Both standards are effective for fiscal years beginning on or after December 15, 2008, with early adoption
prohibited. These Statements are effective for the Company beginning on January 1, 2009. The
Company is currently evaluating the provisions of FAS 141R and FAS 160.

Note 2. Business Combination

On March 16, 2007, Farnsworth Bancorp, Inc. (“Farnsworth™), which was the parent company of Peoples
Savings Bank, based in Bordentown, New Jersey, merged (the “Merger”} with and into the Company,
with the Company as the surviving entity. At the same time, Peoples Savings Bank merged (the “Bank
Merger”, and, together with the Merger, the “Transaction™) into the Bank with the Bank as the surviving
entity. The Transaction has been accounted for as a purchase and the results of operations of Farnsworth
since the acquisition date have been included in the Company’s consolidated financial statements. The
purchase price of approxirnately $18.3 million, which consisted of 768,438 shares (806,860 shares as a
result of the stock split in 2007) of Company common stock valued at $11.43 per share ($10.89 per share
as a result of the stock split in 2007) ($8,783,000) and cash of $9.5 million, was allocated based upon the
fair value of the assets and liabilities acquired as follows:
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Note 2. Business Combination (Continued)

Loans, net $74,702,000
Investments 20,785,000
Core deposit intangible asset 3,471,000
Deposits (105,722,000)
Other, net (including acquired cash and cash equivalents of $12,598,000) 13,320,000
Net fair value of assets acquired 6,556,000
Purchase price, including acquisition costs 18,284,000
Goodwill $11,728,000

The allocations made are preliminary and such amounts are subject to adjustments as additional analysis
is performed or obtained from third party sources. Approximately $3.5 million was allocated to core
deposit intangibles at acquisition and is being amortized over a period of ten years. Aggregate
amortization expense for intangible assets is estimated at $347,000 for each of the years 2008 through
2012.

Pro forma unaudited operating results for the years ended December 31, 2007 and 2006, giving effect to
the Transaction as if it had occurred as of January 1, 2006 are as follows:

2007 2006
Interest income $26,739,000  $28,458,000
Interest expense 13,906,000 13,217,000
Net income (loss) (1,251,000} 396,000
Basic and Diluted EPS (0.22) 0.07

These unaudited pro forma results have been prepared for comparative purposes only and include certain
adjustments. All adjustments were tax effected. They do not purport to be indicative of the results of
operations that actually would have resulted had the combination occurred on January 1, 2006 or of future
results of operations of the consolidated entities.

Note 3. Concentration of Credit Risk

The Company maintains various deposit accounts with other banks to meet normal funds transaction
requirements, to satisfy deposit reserve requirements, and to compensate other banks for certain
correspondent services. These accounts are insured by the Federal Deposit Insurance Corporation up to
$100,000 per account. Management is responsible for assessing the credit risk of its correspondent banks.
The withdrawal or usage restrictions of these accounts did not have a significant impact on the operations
of the Company as of December 31, 2007.
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Note 4. Investment Securities

The Company’s investment securities as of December 31, 2007 were as follows:

Available-for-sale
U.S. Government agencies and corporations
Mortgage-backed securities
Municipal securities
Total securities available-for-sale
Held-to-maturity
U.S. Government agencies and corporations
Mortgage-backed securities

Total securities held-to-mhaturity

The Company’s investment securities as of December 31, 2006 were as follows:

Available-for-sale
U.8. Government agencies and corporations
Mortgage-backed securities
Municipal securities

Total securities available-for-sale

Held-to-maturity _
U.S. Government agencies and corporations

Mortgage-backed securities
Municipal securities

Total securities held-to-maturity

Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost (Gains Losses Value
$29,267,000 § 45000 $ (55,000) $29,257,000
11,563,000 42,000 (77,000 11,528,000
7,324,000 49,000 {63,000) 7,310,000
$48,154,000 $ 136,000 $  (195,000) $48,095,000
$ 100,000 $ - $ - $ 100,000
6,754,000 7,000 (64,000) 6,697,000
$ 6,854,000 $ 7,000 $ (64,000) $ 6,797,000
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
$30,263,000 s 11,000 § (715,000) $29,559,000
13,856,000 14,000 (301,000) 13,569,000
4,507,000 - (109,000) 4,398,000
$48,626,000 $ 25000 $ (1,125,000) $47,526,000
$ 25000 $ - $ - $ 25000
8,392,000 1,000 (206,000) 8,187,000
875,000 - - 875,000
$ 9,292 000 $ 1,000 $  (206,000) $ 9,087,000

The amortized cost and estimatedi market value of debt securities at December 31, 2007 by contractual
maturities are shown below. Expected maturities may differ from contractual maturities for mortgage-
backed securities because the mortgages underlying the securities may be called or prepaid without any
penalties; therefore, these securities are not included in the maturity categories in the following maturity

schedule.
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Note 4. Investment Securities (Continued)

December 31, 2007

Available-for-sale

Held-to-maturity

Amortized Estimated Amortized Estimated

Cost Fair Value Cost Fair Value
Maturing within one year $ 4,900,000 $ 4,874,000 $ 100,000 $ 100,000
Maturing after one year, but within five years 23,367,000 23,372,000 - -
Maturing after five years, but within ten ycars 2,271,000 2,257,000 - -
Maturing after ten years 6,053,000 6,064,000 - -
Mortgage-backed securities 11,563,000 11,528,000 6,754,000 6,697,000
Total securities $48,154,000 $48,095,000 $6,854,000 $6,797,000

Proceeds from sales of investment securities available-for-sale during 2007 were $20,416,000. Gross
gains of $5,000 were realized on those transactions. Realized gains and losses are determined on the
specific identification method and are included in noninterest income. There were no sales of investment

securities in 2006.

Securities with a carrying value of $16,440,000 and $12,302,000 were pledged to secure public deposits
and Federal Home Loan Bank advances at December 31, 2007 and 2006, respectively.

Included in “Interest and dividends on securities” in the Statements of Operations was $198,000 and
$172,000 of tax-exempt interest income for 2007 and 2006, respectively.

The fair value of securities with unrealized losses by length of time that the individual securities have
been in a continuous loss position at December 31, 2007 is as follows:

Continuous Unrealized Losses

Continuous Unrealized Losses Existing

Existing for Less Than 12 Months for More Than 12 Months
Unrealized Unrealized
Fair Value Losses Fair Value Losses

Available-for-sale:
U.S. Government agencies and corporations $ - $ - $ 15240000 % (55,000)
Mortgage-backed securities 1,084,000 (3,000) 6,444,000 (74,000)
Municipal securities - - 3,614,000 (63,000)
1,084,000 (3,000) 25,298,000 (192,000)

Held-to-maturity:

Mortgage-backed securities - - 5,700,000 (64,000)
Total temporarily impaired securities $ 1,084000 § (30000 $ 30998000 §  (256,000)
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Note 4. Investment Securities (Continued)

At December 31, 2007, 16 U.S. Government agencies and corporations, 36 mortgage-backed securities
and 5 municipal securities were in an unrealized loss position. Of those, 52 securities were in an
unrealized loss position for one year or more. Management believes that the deterioration in value is
attributable to changes in market interest rates and not the credit quality of the issuer. This factor,
coupled with the fact the Company has both the intent and ability to hold securities for a period of time
sufficient to allow for any anticipated recovery in fair value, substantiates that the unrealized losses in the
available-for-sale portfolio are temporary.

The fair value of securities with unrealized losses by length of time that the individual securities have
been in a continuous loss position at December 31, 2006 is as follows:

Continucus Unrealized Losses Continuous Unrealized Losses Existing

Existing for Less Than 12 Months for More Than 12 Months
Unrealized Unrealized
Fair Value Losses Fair Value Losses

Available-for-sale:
U.S. Government agencies and corporations 3 - 5 - § 26548000 § (715,000)
Mortgage-backed securities. - - 11,358,000 (301,000)
Municipal securities 528,000 (2,000) 3,568,000 (107,000)
528,000 (2,000) 41,474,000 (1,123,000}

Held-to-maturity:

Mortgage-backed securities. - - 7,891,000 (206,000}
Total temporarily impairzd securities 5 528,000 b (20000 3 49365000 3 (1,329,000)

Note 5. Loans

The composition of net loans as of December 31, 2007 and 2006 are as follows:

2007 2006
Commercial s 195,233,000 5 167,581,000
Consumer 55,186,000 48,018,000
Residential mortgage 61,791,000 27,684,000
Total loans 312,210,000 243,283,000
Less: allowance for loan losses (2,891,000) (1,760,000)
Net loans $ 309,319,000 $ 241,523,000

Note 6. Loans to Related Parties

Loans to related parties include loans made to executive officers, directors and their affiliated interests.
Management believes that the Company has not entered into any transactions with these individuals or
entities that were less favorable to the Company than they would have been for similar transactions with
other borrowers.
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Note 6. Loans to Related Parties (Continued)

An analysis of the activity in related party loans for 2007 and 2006 is as follows:

2007 2006
Balance, beginning of year 5 4,899,000 $ 4,870,000
Additions . 3,713,000 3,118,000
Payments (3,295,000) (3,089,000)
Reclassification as non-related party (1,049,000} -
Balance, end of year $ 4,268,000 S 4,899,000

At December 31, 2007 and 2006, these loans are current as to payment of principal and interest.

In addition, the Company has financial instruments with off-balance sheet risk with certain related parties
including loan commitments made to executive officers, directors and their affiliated interests. As of
December 31, 2007 and 2006, commitments to extend credit and wnused lines of credit amounted to
approximately $1,967,000 and $1,761,000, respectively. Standby letters of credit were approximately
$242,000 and $290,000 as of December 31, 2007 and 2006, respectively. These amounts are included in
loan commitments and standby letters of credit (Note 8).

Note 7. Allowance for Loan Losses

Changes in the allowance for loan losses for the years ended December 31, 2007 and 2006 are as follows:

2007 2006
Balance, beginning of year 5 1,760,000 5 1,154,000
Provision for loan losses 401,000 605,000
Loans charged off (300,000) (1,000)
Recoveries of loans previously charged off 12,000 2,000
Aliowance for credit losses in acquired bank 1,018,000 -
" Balance, end of year $ 2,891,000 § 1,760,000

The Company identifies a loan as impaired when it is probable that interest and principal will not be
collected according to the contractual terms of the loan agreement. Payments received on impaired loans
are recorded as interest income unless collection of the remaining recorded investment is doubtful, in
which event payments received are recorded as a reduction of principal. At December 31, 2007 and 2006,
the carrying value of impaired loans was $7,031,000 and $3,759,000, respectively. The average recorded
investment in impaired loans during 2007 and 2006 was $5,059,000 and $698,000, respectively. Such
loans are valued based on the present value of expected future cash flows discounted at the loans’
effective interest rates and/or the fair value of collateral if a loan is collateral dependent. Specific
allocations of $338,000 and $0 were included in the allowance for loan losses at December 31, 2007 and
2006, respectively, for these loans. At December 31, 2007 and 2006, loans past due 90 days or more and
still accruing interest were $2,644,000 and $178,000, respectively. Total non-accruing loans were
$4,538,000 and $268,000 at December 31, 2007 and 2006, respectively. Interest income on impaired
loans amounted to $83,000 in 2007 and $20,000 in 2006.
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Note 8. Loan Commitments and Standby Letters of Credit

The Company is a party to financial instruments with off-balance-sheet risk in the normal course of
business to meet the financing neéds of its customers. These financial instruments include commitments
to extend credit, including unused portions of lines of credit, and standby letters of credit, which are
conditional commitments issued by the Company to guarantee the performance of an obligation of a
customer to a third party. Both arrangements have credit risk essentially the same as that involved in
extending loans, and are subject to the Company’s normal credit policies. Collateral may be obtained
based on management’s credit assessment of the customer. The Company’s exposure to credit loss in the
event of nonperformance by the other party to the financial instrument is represented by the contractual
amount of those instruments.

As of December 31, 2007 and 2006, commitments to extend credit and unused lines of credit amounted to
approximately $57,624,000 and $56,131,000, respectively, and standby letters of credit were
approximately $5,161,000 and $5,720,000, respectively. During 2007 and 2006, the majority of these
commitments and standby letters of credit were at a variable rate of interest.

Such commitments generally have fixed expiration dates or other termination clauses. Since many
commitments are expected to expire without being drawn upon, the total commitment amounts do not
necessarily represent future cash réquirements.

Note 9. Company Premises and Equipment

Company premises and equipment at December 31, 2007 and 2006 consisted of the following:

2007 2006
Land s 1,364,000 3 1,004,000
Premises and improvements 9,078,000 6,285,000
Fumniture and equipment 4,620,000 4,141,000
Total premises and equipment, at cost 15,062,000 11,430,000
Less: accumulated depreciation and amortization {5,311,000) (4,508,000)
Premises and equipment, net $ 9,751,000 $ 6,922,000

The estimated useful lives for calculating depreciation and amortization on furniture and equipment are
between three and seven years. Premises and leasehold improvements are depreciated over the lesser of
the economic life or the term of the related lease, generally ranging from three to twenty-five years.

The Company leases certain of its branches under various operating leases expiring through 2027. The

Company is required to pay operating expenses for all leased properties. At December 31, 2007, the
required future minimum rental payment under these leases is as follows:
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Note 9. Company Premises and Equipment (Continued)

Years Ending December 31,
2008 3 641,000
2009 581,000
2010 593,000
2011 609,000
2012 604,000
Thereafter 4,554,000
$ 7,582,000
Rent expense was $714,000 and $610,000 in 2007 and 2006, respectively.
Note 10. Deposits
Deposits at December 31, 2007 and 2006 consisted of the following:
2007 2006
Demand deposits, noninterest-bearing 3 37,246,000 $ 39,021,000
Demand deposits, interest-bearing 59,207,000 48,593,000
Savings deposits 45,791,000 27,195,000
Time deposits of $100,000 or more 39,151,000 34,197,000
Other time deposits 167,563,000 146,284,000
Total deposits 3 348,958,000 $ 295,290,000
At December 31, 2007, the scheduled maturities of time deposits are as follows:
Years Ending December 31,
2008 $ 185,081,000
2009 16,890,000
2010 3,844,000
2011 516,000
2012 383,000
$ 206,714,000

Interest expense on time deposits of $100,000 or more was approximately $2,087,000 and $1,716,000 for

the years ended December 31, 2007 and 2006, respectively.

Note 11, Borrowed Funds and Availability Under Lines of Credit

The Company is a member of the Federal Home Loan Bank of New York. Such membership permits the
Company to obtain funding in the form of advances. At December 31, 2007 and 2006, there were

$10,500,000 and $5,885,000, respectively, in advances outstanding.
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Note 11. Borrowed Funds and Availability Under Lines of Credit (Continued)

Borrowed funds outstanding at December 31, 2007 mature in 2008 ($9,500,000) and 2009 ($1,000,000)
and bear interest at fixed rates ranging from 3.61% to 4.06%.

Federal Home Loan Bank of New York advances require the Company to provide collateral, which may
be in the form of a blanket lien on the Company’s assets or through a pledge, assignment, or delivery of
specific assets. At December 31, 2007 and 2006, investment securities with a carrying value of
$12,075,000 and $6,775,000 were pledged, assigned, and delivered as collateral for outstanding advances.
These advances cannot be prepaid without penalty. The agreement also requires that the Company
maintain a certain percentage of its assets in home mortgage assets, which may include mortgage-backed
securities, and that the Company purchase a certain amount of Federal Home Loan Bank of New York
common stock. Both requirements follow formulas established by the Federal Home Loan Bank of New
York.

On May 1, 2007, Sterling Banks Capital Trust I, a Delaware statutory business trust and a wholly-owned
subsidiary of the Company, issued $6.2 million of variable rate capital trust pass-through securities to
investors. The variable interest rate re-prices quarterly after five years at the three month LIBOR plus
1.70% and was 6.744% as of December 31, 2007. Sterling Banks Capital Trust I purchased $6.2 million
of variable rate junior subcrdinated deferrable interest debentures from the Company. The debentures are
the sole asset of the Trust. The terms of the junior subordinated debentures are the same as the terms of
the capital securities. The Company has also fully and unconditionally guaranteed the obligations of the
Trust under the capital securities. The capital securities are redeemable by the Company on or after May
1, 2012 at par, or earlier if the deduction of related interest for federal income taxes is prohibited,
classification as Tier I Capital is no longer allowed, or certain other contingencies arise. The capital
securities must be redeemed upon final maturity of the subordinated debentures on May 1, 2037.
Proceeds of approximately $4.5 million were contributed to paid-in capital of the Bank. The remaining
$1.5 million was retained at the Company for future use.

The Company maintains the ability to borrow funds on an overnight basis under secured and unsecured
lines of credit with correspondent banks. At December 31, 2007 and 2006, the aggregate availability
under such lines of credit was $106,691,000 and $87,714,000, respectively. At December 31, 2007 and
2006, there was $9,500,000 and $0, respectively, in such outstanding borrowings.

Note 12. Shareholders’ Equity

Sterling Banks, Inc. was incorporated in 2006 for the sole purpose of becoming the holding company for
the Bank. At the 2006 Annual meéting of Shareholders held on December 12, 2006, shareholders of the
Bank approved a proposal to reorganize the Bank into the holding company form of organization in
accordance with a Plan of Acquisition. The Company recognized the assets and liabilities transferred at
the carrying amounts in the accounts of the Bank as of March 16, 2007, the effective date of the
reorganization. All information for periods prior to March 16, 2007 relate to the Bank prior to the
reorganization. Pursuant to the Plan of Acquisition, each outstanding share of Sterling Bank was
converted into one share of Sterling Banks, Inc. Sterling Banks, Inc. is authorized to issue 15,000,000
shares of common stock, par value $2.00 per share, and 10,000,000 shares of preferred stock, with no par
value per share. Options outstanding under Sterling Bank’s various stock option Plans were converted
into options to purchase shares of Sterling Banks, Inc. on the same terms and conditions.
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Note 12. Shareholders’ Equity (continued)

The Company paid a cash dividend of $0.03 per common share in February, May and August 2007. The
Company paid a quarterly cash dividend of $0.03 per common share in February, May, August and
November 2006.

The Company paid a 5% stock dividend in September 2006.

The Company issued a 21 for 20 stock split in September 2007, effected in the form of a 5% common
stock dividend.

During 2006, 19,935 stock options were exercised at a range of $6.91 to $10.00 per share. During 2007,
13,493 stock options were exercised at a range of $6.66 to $8.04 per share.

In March 2007, the Company issued 768,438 shares (806,860 shares as a result of the stock split in 2007)
of common stock in connection with the acquisition of Famsworth Bancorp, Inc. (Note 2).

Note 13. Income Taxes

The net deferred tax asset, which is included in “Accrued interest receivable and other assets”, at
December 31, 2007 and 2006, includes the following:

2007 2006
Deferred tax assets $ 3,282,000 $ 1,168,000
Deferred tax liabilities (1,585,000) (237,000
Net deferred tax asset $ 1,697,000 3 931,000

Income tax expense (benefit) for the years ended December 31, 2007 and 2006 consisted of the following:

2007 2006
Current tax expense
Federal b - 3 592,000
State - 246,000
Deferred tax benefit {269,000) {386,000)
3 (269,000) $ 452,000

Income tax expense differs from the expected statutory expense principally due to non-taxable interest
income earned by the Company. A reconciliation of the Company’s effective income tax rate with the
Federal rate for 2007 and 2006 is as follows:
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Note 13. Income Taxes (Continued)

2007 2006
Tax expense {benefit) at statutory rate (35%) b3 (271,000) b 417,000
Tax free interest income (69,000} (62,000)
Permanent differences and other, net 133,000 (15,000)
State income taxes, net of federal tax benefit (70,000) 124,000
Benefit of income taxed at lower rates 8,000 (12,000)
3 (269,000) 3 452,000

The tax effects of temporary differences between the book and tax basis of assets and liabilities which
give rise to the Company’s net deferred tax asset are as follows:

2007 2006
Allowance for loan losses $ 1,057,000 h) 721,000
Net operating loss carryforwards 1,668,000 -
Core deposit intangible and loan premium (907,000) -
Securities available-for-sale 24,000 440,000
Other (74,000) (163,000}
Property and equipment . (71,000) (67,000
Net deferred tax asset 3 1,697,000 5 931,000

In 2007, deferred taxes in the amount of $913,000 were acquired in the Merger described in Note 2.

Realization of deferred tax assets is dependent on generating sufficient taxable income. Although
realization is not assured, management estimates that it is probable that all of the net deferred tax asset
will be realized. However, the amount of the net deferred tax asset considered realizable could be
reduced if estimates of future taxable income in the foreseeable future are reduced.

At December 31, 2007, the Company had a $2,700,000 net operating loss carry forward available which
expires in 2027. In addition, the Company has federal and state net operating loss carryforwards of
approximately $1,300,000 and $2,500,000, respectively, which are subject to certain income tax
limitations.

Note 14. Regulatory Matters

Capital Ratios: The Bank is subject to various regulatory capital requirements administered by the federal
banking Agencies. Failure to meet minimum capital requirements can initiate certain mandatory and
possible additional discretionary actions by regulators that, if undertaken, could have a direct material
effect on the Bank’s financial statements. Under capital adequacy guidelines and the regulatory
framework for prompt corrective action, the Bank must meet specific capital guidelines that involve
quantitative measures of the Bank’s assets, liabilities, and certain off-balance-sheet items as calculated
under regulatory accounting practices. The Bank’s capital amounts and classification are also subject to
qualitative judgments by the regulators about components, risk weightings, and other factors.
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Note 14, Regulatory Matters (Continued)

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain
minimum amounts and ratios (set forth in the following table) of total and Tier I capital (as defined in the
regulations) to risk-weighted assets (as defined), and of Tier I capital (as defined) to average assets (as
defined). Management believes, as of December 31, 2007 and 2006, that the Bank met all capital
adequacy requirements to which it is subject.

As of December 31, 2007, we believe the Bank is well capitalized under the regulatory framework for
prompt correction action. To be categorized as well capitalized the Bank must maintain minimum total

risk-based, Tier I risk-based, and Tier I leverage ratios as set forth in the following table.

At December 31, 2007, the Bank’s actual capital amounts and ratios are presented in the following table:

To Be Well
Capitalized Under
For Capital Prompt Corrective
Actual Adequacy Purpases Action Provisions
Amount Ratig Amount Ratio Amount Ratio
Total Capital
(To Risk Weighted Assets) $ 35,923,000 11.13% > § 25824000 > B8.0% > $32280,000 > 10.0%
Tier 1 Capital
(To Risk Weighted Assets) $ 32,957,000 1021% >  § 12912000 > 40% > $19368000 > 60%
Tier 1 Capital
(to Average Assets) $ 32,957,000 8.28% > § 15926000 > 4.0% = $19,907,000 > 50%

At December 31, 2006, the Bank’s actual capital amounts and ratios are presented in the following table:

To Be Well
Capitalized Under

Prompt Corrective

For Capital
Actual Adequacy Purposes Action Provisions

Amount Ratio Amount Ratio Amount Ratio
Total Capital
(To Risk Weighted Assets) $ 37,263,000 1397% > §$ 21,649,000 > 80% =z $27062,000 > 10.0%
Tier 1 Capital
(To Rigk Weighted Assets) $ 35,428,000 13.09% > § 10825000 > 40% =z $16237000 > 60%
Tier 1 Capital
(to Average Assets) $ 35,428,000 1039% > § 13,634,000 > 40% > S$17,043000 > 50%

Restriction on the Payment of Dividends: Certain limitations exist on the availability of the Company’s
undistributed net assets for the payment of cash dividends without prior approval from regulatory
authorities. During 2007 and 2006, cash dividends were declared and paid in the amount of $477,000 and
$553,000, respectively.
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Note 15. Benefit Plans

Savings Plan: The Company maintains a defined contribution savings plan under Section 401(k) of the
Internal Revenue Code for its eligible employees. Under the Plan, employee contributions, up to 6% of
gross salary, are matched in part at the discretion of the Company. Employee and matching contributions
are immediately vested. During 2007 and 2006, the Company made approximately $107,000 and
$98,000, respectively, in matching contributions. The Company may elect to make an additional
discretionary profit sharing contribution to the Plan each calendar year. Such contributions would be
vested based on length of credited service. No discretionary contributions were made in 2007 or 2006.

Stock Option Plan: All stock option amounts and prices included in the following discussion have been
adjusted for all stock dividends or gplits through December 31, 2007 (Note 12).

In 1994, the sharcholders approved the Sterling 1994 Employee Stock Option Plan. Reserved for
issuance upon the exercise of options granted or to be granted by an Option Committee of the Board of
Directors is an aggregate of 4,013 shares of common stock.

In 1998, the shareholders approved the Sterling 1998 Employee Stock Option Plan and the Sterling 1998
Director Stock Option Plan (collectively the “Plans™). The Plans are qualified as an “incentive stock
option plan” under Section 422 of the Internal Revenue Code. Reserved for issuance upon the exercise of
options granted or to be granted by an Option Committee of the Board of Directors is an aggregate of
96,121 shares of common stock for the Employee Plan and 62,053 shares of common stock for the
Director Plan.

In 2003, the sharcholders approved the Sterling 2003 Employee Stock Option Plan. Reserved for
issuance upon the exercise of options granted or to be granted by the Compensation Committee of the
Board of Directors is an aggregate of 355,997 shares of common stock for this Plan.

Information regarding stock options outstanding at December 31, 2007 and 2006 is as follows:

Weighted Average
Number Weighted Average Remaining Aggregate
:of Shares Exercise Price Contractual Term Intrinsic Value

Outstanding, December 31, 2005 423,516 § 821

Granted 68,548 § 10.57

Expired/terminated (15,035 § 9.53

Exercised ) (19,935) § 7.85
Outstanding, December 31, 2006 457,094 § 8.54

Granted 83,881 % 7.70

Expired/terminated 9,314) § 9.66

Exercised (13,493) % 6.77
Qutstanding, December 31, 2007 ) 518,168 § 8.43 6.0 b 39,000

Exercisable at December 31, 2007 . 373,043 3 8.24 4.7 3 39,000
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Note 15. Benefit Plans (Continued)

The total intrinsic value of options exercised during the years ended December 31, 2007 and 2006 was
$32,000 and $67,000, respectively. During 2007 and 2006, the number of options that vested was 6,804
and O options, respectively.

A summary of unvested stock options outstanding at December 31, 2007 is as follows:

Weighted Average
Grant Date
Shares Fair Value
Unvested stock options:
Outstanding at January 1, 2006 - 3 -
Granted 70,548 % 3138
Exercised/forfeited - 5 -
Outstanding at December 31, 2006 70,548 % 338
Granted 83,881 § 2.53
Vested (6,804) $ 3.38
Exercised/forfeited (2,500) 3% 3.61
Outstanding at December 31, 2007 145,125 § 2.97

The weighted average grant date fair value of options granted during 2007 and 2006 was $2.53 and $3.38,
respectively.

In January 2006, the Company adopted FASB Statement No. 123(R). All outstanding stock options as of
January 1, 2006 were fully vested and therefore no compensation expense was recognized during the
years ended December 31, 2007 and 2006 for such options. During 2007 and 2006, the Company granted
83,881 and 70,548 options, respectively, with an average exercise price of $7.70 and $10.56, respectively,
to employees that vest in equal annual installments over ten years. The Company recognized $26,000
and $12,000 in compensation costs in 2007 and 2006, respectively, related to these stock options. The
Company used an option pricing model in determining actual compensation cost for 2007 and 2006,
respectively. The expected life of the options was estimated based on historical employee behavior and
represents the period of time that options granted are expected to be outstanding. Expected volatility of
the Company’s stock price was based on historical volatility over the period commensurate with the
expected life of the options. The risk-free interest rate is the U.S. Treasury rate commensurate with the
expected life of the options on the date of grant. The expected dividend yield is the projected annual yield
based on the grant date stock price. The weighted average estimated value per option was $2.53 in 2007
and $3.38 in 2006. The fair values of options granted in 2007 and 2006 were estimated at the date of
grant based on the following assumptions: risk free interest rate of 5%, volatility of 20%, expected life of
options of 8 years and expected dividend yield of 1.0%.

As of December 31, 2007, there was approximately $413,000 of total unrecognized compensation cost
related to stock option awards which is expected to be recognized over a weighted average period of 9.2
years. The 83,881 options granted during 2007 remain unvested at December 31, 2007. Of the 70,548
options granted in 2006, 61,243 remain unvested at December 31, 2007.
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Note 16, Commitments and Contingencies

The Company has entered into “change in control” agreements with certain key members of management,
which provide for continued payment of certain employment salaries and benefits in the event of a change
in control, as defined.

The Company is from time to time a party to routine litigation in the normal course of its business.
Management does not believe that the resolution of this litigation will have a material adverse effect on
the financial condition or results of operations of the Company. However, the ultimate outcome of any
such litigation, as with litigation generally, is inherently uncertain and it is possible that some litigation
matters may be resolved adversely to the Company. At December 31, 2007, the Company was not a party
to any material legal proceedings.

Note 17. Fair Value of Financial Instruments

The following fair value estimates, methods and assumptions were used to measure the fair value of each
class of financial instruments for which it is practical to estimate that value.

Cash and Cash Equivalents: The carrying amounts of cash and federal funds sold approximate fair value.

Investment Securities: The carrying amounts for short-term investments approximate fair value because
they mature in 90 days or less and do not present unanticipated credit concerns. The fair value of longer-
term investments is based on quoted market prices, where available. If quoted market prices are not
available, fair values are based on quoted market prices of comparable instruments. The carrying value of
restricted stock approximates fair value based on redemption provisions.

Loans: Fair values are estimated for portfolios of loans with similar financial characteristics. Loans are
segregated by type such as commercial, residential mortgage and other consumer. Each loan category is
further segmented into groups by fixed and adjustable rate interest terms and by performing and non-
performing categories.

The fair value of performing loans is typically calculated by discounting scheduled cash flows through
their estimated maturity, using estimated market discount rates that reflect the credit and interest rate risk
inherent in each group of loans. The estimate of maturity is based on contractual maturities for loans
within each group, or on the Company’s historical experience with repayments for each loan
classification, modified as required by an estimate of the effect of current economic conditions.

Fair value for nonperforming loans is based on the discounted value of expected future cash flows,
discounted using a rate commensurate with the risk associated with the likelihood of repayment and/or the
fair value of collateral (if repaymentiof the loan is collateral dependent).

For all loans, assumptions regarding the characteristics and segregation of loans, maturities, credit risk,
cash flows, and discount rates are judgmentally determined using specific borrower and other available
information.

The carrying amounts reported for loans held for sale approximates fair value.

Accrued Interest Receivable and Payable: The fair value of interest receivable and payable is estimated to
approximate the carrying amounts.
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Note 17. Fair Value of Financial Instruments (Continued)

Deposits: In accordance with the SFAS No. 107, the fair value of deposits with no stated maturity, such
as noninterest-bearing demand deposits, savings, NOW and money market accounts, is equal to the
amount payable on demand. The fair value of time deposits is based on the discounted value of
contractual cash flows, where the discount rate is estimated using the rates currently offered for deposits

of similar remaining maturities.

Borrowed Funds: The fair value of borrowings is calculated by discounting scheduled cash flows through
the estimated maturity date using current market rates.

Estimated Fair Values: The estimated fair values of the Company’s material financial instruments as of

December 31, 2007 are as follows:

Financial Assets;
Cash and due from banks

Federal funds sold
Investment securities, held-to-maturity
Investment securities, available-for-sale
Restricted stock
Loans held for sale
Loans, net of allowance for loan losses
Accrued interest receivable

Financial Liabilities:
Noninterest-bearing demand deposits
Interest-bearing deposits
Borrowed funds

Accrued interest payable
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Carrying Value Fair Value
3 11,554,000 $ 11,554,000
b3 234,000 $ 234,000
$ 6,854,000 3 6,797,000
$ 43,095,000 $ 48,095,000
$ 2,229,000 $ 2,229,000
5 38,000 $ 38,000
3 309,319,000 S 305,332,000
3 1,910,000 3 1,910,000
3 37,246,000 $ 37,246,000
$ 311,712,000 b 312,347,000
3 16,686,000 $ 16,685,000
3 613,000 $ 613,000
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Note 17. Fair Value of Financial Instruments (Continued)

The estimated fair values of the Company’s material financial instruments as of December 31, 2006 are as
follows:

Camrying Value Fair Value
Financial Assets:
Cash and due from banks 3 16,064,000 $ 16,064,000
Federal funds sold 3 6,878,000 $ 6,878,000
Investment securities, held-to-maturity $ 9,292,000 5 9,087,000
Investment securities, available-for-sale 3 47,526,000 3 47,526,000
Restricted stock $ 1,436,000 $ 1,436,000
Loans held for sale 3 1,618,000 $ 1,618,000
Loans, net of allowance for loan losses 3 241,523,000 $ 236,952,000
Accrued interest receivable 3 1,551,000 $ 1,551,000
Financial Liabilities:
Noninterest-bearing demand deposits 5 39,021,000 b 39,021,000
Interest-bearing deposits b 256,269,000 $ 250,306,000
Borrowed funds 3 5,885,000 $ 5,863,000
Accrued interest payable s 534,000 $ 534,000

The fair value of commitments to extend credit is estimated using the fees currently charged to enter into
similar agreements, and, as the fair value for these financial instruments is not material, these disclosures
are not included above,

Limitations: Fair value estimates are made at a specific point in time, based on relevant market
information and information about the financial instruments. These estimates do not reflect any premium
or discount which could result from offering for sale at one time the Company’s entire holdings of a
particular financial instrument. Because no market exists for a significant portion of the Company’s
financial instruments, fair value estimates are based on judgments regarding future expected loss
experience, current economic conditions, risk characteristics of various financial instruments, and other
factors. These estimates are subjective in nature and involve uncertainties and matters of significant
judgment and, therefore, cannot be determined with precision. Changes in assumptions could
significantly affect the estimates.

Fair value estimates are based on existing on-and off-balance sheet financial instruments without
attempting to estimate the value of anticipated future business and the value of assets and liabilities that
are not considered financial instruments. In addition, the tax ramifications related to the realization of
unrealized gains and losses can have a significant effect on fair value estimates, and have generally not
been considered in the Company’s estimates.

F-44




NOTES TO FINANCIAL STATEMENTS

Note 18. Quarterly Financial Data (unaudited)

The following represents summarized unaudited quarterly financial data of the Company which, in the
opinion of management, reflects adjustments (comprising only normal recurring accruals) necessary for

fair presentation.

2007

Interest income

Interest expense

Net interest income

Provision for loan losses

Income before income tax expense (benefit)
Income tax expense (benefit)

Net income {loss)

Net income (loss) per common share:
Basic
Diluted

2006

Interest income

Interest expense

Net interest income

Provision for loan losses

Income before income tax expense (benefit)
Income tax expense (benefit)

Net income (loss)

Net income (loss) per common share:
Basic
Diluted

Three Months Ended
December 31, September 30, June 30, March 31,
$6,476,000 $6,774,000 $6,943,000 $5,641,000
3,291,000 3,533,000 3,646,000 2,733,000
3,185,000 3,241,000 3,297,000 2,908,000
300,000 - 45,000 56,000
(774,000} (142,000) 16,000 (63,000)
(215,000) (48,000) 8,000 {14,000)
(364,000) (94,000} 2,000 (49,000)
$(0.06) $(0.02) $0.00 $(0.01)
$(0.06) $(0.02) $0.00 $(0.01)
Three Months Ended
December 31, September 30, June 30, March 31,
$5,641,000 $5,606,000 $5,666,000 $5,633,000
2,735,000 2,635,000 2,541,000 2,441,000
2,906,000 2,971,000 3,125,000 3,192,000
470,000 45,000 45,000 45,000
(382,000} 482,000 474,000 616,000
(145,000) 183,000 180,000 234,000
(237,000) 299,000 294,000 382,000
$(0.04) $0.06 $0.05 $0.08
$(0.05) $0.06 $0.05 $0.08
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NOTES TO FINANCIAL STATEMENTS

Note 19. Parent Company Only Financial Statements

Condensed financial information of the parent company (Sterling Banks, Inc.) only is presented in the

following three tables:

Balance Sheet

Assets

Due from bank subsidiary
Investment in subsidiary
Other assets

Total assets

Liabilities and Sharcholders' Equity
Suberdinated debentures
Other liabilities
Shareholders’ equity
Total liabilities and shareholders’ equity

Statement of Operations

income
Dividends from subsidiaries
Total income

Expenses
Interest on subordinated debentures

Other expenses
Total expenses

Loss before income tax benefit
Income tax benefit

Equity in undistributed loss of subsidiary

Net loss
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December 31,
2007

$ 1,478,000
48,031,000
31,000

$49,540,000

$ 6,186,000
46,000
43,308,000

349,540,000

Period
March 16, 2007
Through
December 31, 2007

$604,000

604,000

278,000
355,000

633,000

(29,000)
(27,000)
(503,000)

§ (505,000)




NOTES TO FINANCIAL STATEMENTS

Note 19. Parent Company Only Financial Statements (Continued)

Statement of Cash Flows

Cash Flows From Operating Activitics

Net loss

Adjustments to reconcile net income to net cash provided by operating activities:
Stock compensation
Equity in undistributed loss of subsidiary

Changes in operating assets and liabilities:
Increase in accrued interest receivable and other assets
Increase in accrued interest payable and other accrued liabilities

Net cash provided by operating activities

Cash Flows From Investing Activities
Payments for investment in subsidiaries
Net cash used in Investing activities
Cash Flows From Financing Activities
Dividends paid
Proceeds from issuance of subordinated debentures
Net cash provided by financing activities
Increase in cash and cash equivalents

Cash and Cash Equivalents, beginning

Cash and Cash Equivalents, ending
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Period
March 16, 2007
Through
December 31, 2007

$  (505,000)

20,000
503,000

(31,000)
46,000

33,000

(4,407,000)

(4,407,000)

(334,000)
6,186,000

5,852,000

1,478,000

$ 1,478,000
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